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Preface
U S . Tax Aspects of Doing Business Abroad is designed to provide an intro
duction to the intricacies of the federal tax laws that apply to U.S.
persons doing business or investing outside the United States and foreign
persons doing business or investing inside the United States. The presen
tation is intended to provide the reader with a general knowledge of
these areas as an aid in identifying important variables that can affect
compliance and planning.
We would like to acknowledge the efforts of members of the Inter
national Taxation Committee — Thomas M. Moore, J. Robert Arthur,
David M. Benson, Martin L. Clemens, Eugene N. Ferraro, Craig Jacobson,
David A. Kessler, Daniel S. Lange, Robert G. McElroy, Harvey B.
Mogenson, John G. Mott, Wesley N. Riemer, Cary M. Rodin, Aaron A.
Rubinstein, Walter G. Schiller, William J. Zink — who expended an
extraordinary amount of time and effort reviewing the manuscript.
We also wish to acknowledge the efforts of Mary Mooney, who edited
the study; Ingrid Anderson, who handled all of the production details;
Jeanmarie Brusati for overseeing the production of this project; Carrie
Vaccaro for overseeing the editing of this project; and Carol Shaffer
for her efforts in coordinating the project. We would like to thank our
families — Marnell, Erin, Caitlin, and Michael Moore and Jane, Mark,
and Jeff Outslay — for their patience and encouragement.
As authors, we accept full responsibility for any errors or omissions in
the manuscript.
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Introduction
Purpose and Scope of the Study
U.S. taxpayers and foreigners intending to embark on business and
investment ventures abroad will find the foreign setting very different
from that in the United States. The foreign scene differs considerably in
tax, economic, political, legal, and cultural conditions. Moreover, the
U.S. tax laws applicable to foreign income or income earned in or from
sources within the United States have peculiarities of their own. The
purpose of this publication is to provide an introduction and practical
guide to the intricacies of the federal income tax laws that apply to foreign
business and investment of U.S. interests, and to U.S. business and
investment of foreign interests. It seeks to explain these applicable tax
laws, identify problems, and provide tax-planning suggestions and caveats.
The scope of the analysis is limited mainly to the federal income tax
laws applicable to the taxation of foreign income earned directly and
indirectly by U.S. taxpayers (here defined as U.S. corporations, U.S. citi
zens, U.S. trusts and estates, and resident aliens). An analysis of the U.S.
tax laws applicable to the taxation of nonresident aliens and foreign cor
porations is also within the purview of this publication.
The wide scope of this publication does not permit in-depth analyses
of the areas mentioned above. Rather, the presentation is intended to
1
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provide the reader with a general working knowledge of the areas so that
he or she may identify important variables, analyze a problem or situa
tion in its proper perspective, and be able to focus and continue research
on points not discussed here.
The study is divided into five parts. The first part (chapters 1 through
4) contains an overview of the U.S. taxation of overseas operations.
Readers unfamiliar with this subject should read these chapters to gain
a better understanding of the technical matters in this area and to put
the laws in a proper perspective. Chapter 1 highlights the general policy
considerations that influence the formation of host country tax laws, dis
cusses problems created between governments when they tax income
outside their own countries, and treats those necessary jurisdictional
links used by the United States to tax foreign income associated with
U.S. persons, as well as income arising from sources within the United
States associated with foreign persons.
Chapter 2 discusses the importance of a careful selection of a taxable
entity through which to channel foreign-source income, including the
timing of income recognition for U.S. tax purposes, as well as the
amount of income to be recognized. In chapter 2, the selection of tax
entities available for operating abroad is identified, and the entities are
classified according to their tax-saving or tax-deferral potential.
Transacting business in the United States may be quite different from
transacting business abroad. Market, political, and legal structures and
the work habits of labor forces, as well as tax laws, can vary considerably
from country to country, and nontax factors germane to the international
environment must be given proper attention in the total decision
making process. In chapter 3, several points regarding the foreign
environment are discussed, salient differences between countries are
pointed out, and factors to keep in mind when choosing a country or
countries in which to base operations are suggested.
Different tax systems in the countries that are major trading partners
with the United States are compared in chapter 4. Similarities and
differences between foreign tax systems and the U.S. system are exam
ined, and the tax statistics of those countries that are members of the
Organization for Economic Cooperation and Development (OECD) are
shown. In chapter 4, various tax issues in doing business abroad are
examined, such as tax accounting issues, dividend repatriations, tax
rates, tax incentives, and taxation of noncitizens. The final section of
chapter 4 contains an overview of the value-added tax.
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The second part of this book (chapters 5 through 7) covers sourceof-income rules, income tax treaties, and the foreign tax credit. Readers
should be cognizant of the pervasive effect of these provisions on special
entities such as controlled foreign corporations (CFCs) or on U.S. per
sons working abroad, as well as their effect on the minimization or
deferral of U.S. income taxes.
The geographical source of income can affect the amount a U.S. tax
payer must recognize, as well as the rates of taxation, the timing for
recognition, and the amount of the foreign tax credit. The source of
income may also have a significant impact on the U.S. tax liability of
foreign persons with U.S. business operations or U.S. investments.
Because criteria for determining the source of income vary, depending on
the types of income involved, chapter 5 provides an analysis of the
source-of-income rules.
The international tax scene is multidimensional: There are both
the unilateral tax laws of the United States and the foreign country and
possibly bilateral tax treaties between the United States and that foreign
country modifying various laws. The United States has entered into
many tax treaties and an even greater number of treaties, such as friend
ship and commerce, containing provisions that have tax implications.
Chapter 6 provides an analysis of provisions contained in most U.S. tax
treaties and their effect on (1) the foreign tax liabilities of U.S. taxpayers
having economic contacts in the foreign country and (2) the U.S. tax lia
bilities of foreign persons with economic contacts in the United States.
The foreign tax credit is the main vehicle in U.S. tax law that
ensures that incomes from foreign sources will not be subject to full mul
tiple taxation by two or more countries. Considered in chapter 7 are such
issues as whether to take foreign income taxes as a credit or deduction,
what kinds of taxes qualify for credit, who can take the credit, how to
calculate the credit, when credits can be taken, and limitations to the
amount of the credit.
The third part of the study (chapters 8 through 14) singles out tax
able entities unique to the foreign scene and provides an analysis of tax
rules pertaining to these entities, along with suggestions for tax planning.
The taxable entities discussed in these chapters are the CFC (chapter 8),
the foreign sales corporation (FSC) and domestic international sales cor
poration (DISC) (chapter 12), the foreign personal holding company
(FPHC) (chapter 9), the passive foreign investment company (PFIC)
(chapter 10), and possessions corporations (chapter 14). These chapters
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contain discussions on qualification requirements, how income is taxed,
and other advantages or disadvantages of treatment under these provi
sions. Because the measurement of earnings and profits of these various
entities is extremely important for a determination of ultimate tax liabil
ity to U.S. persons owning stock in these entities, this topic is examined
in chapter 11. In addition, provisions relating to bribe and boycott activ
ities are discussed in chapter 13.
The fourth part of the study (chapters 15 through 18) deals with
additional laws and problems arising in the international tax area. These
chapters can be read selectively as they apply to a particular situation.
Chapter 15 covers the special rules applicable to formation, liquidation,
and reorganizations involving foreign corporations. These rules are
somewhat different from those governing these transactions involving
solely domestic corporations. The treatment presumes that the reader
has knowledge of the laws pertaining to these transactions as they relate
to domestic corporations and their U.S. shareholders.
Foreign operations need capable and experienced personnel (espe
cially for strategic positions). Opportunities frequently arise for U.S.
citizens or residents to be sent by their employers to work abroad. In
addition, there are considerable numbers of expatriate Americans who
choose to live and work in a foreign country, either in their own business
or for a foreign entity. Such citizens and residents are subject to U.S.
income tax laws on their worldwide income, but special exclusions and
rules exist that affect their U.S. tax liabilities. Chapter 16 considers
those special tax provisions applicable to U.S. citizens or residents work
ing abroad.
One area that has received considerable attention in recent years is
intercompany pricing. The Internal Revenue Service (IRS) frequently
investigates, and makes recommendations for, adjustments of the prices
charged in intercompany transactions involving commonly controlled
companies, particularly for cross-border transactions. The law related to
section 482 of the Internal Revenue Code is analyzed in chapter 17.
Section 482 allows the IRS to reallocate income, deductions, and credits
among related taxpayers when such allocation is necessary to clearly
reflect the income of each taxpayer.
Floating currencies carry both economic and tax consequences to
taxpayers who are exposed to these risks. Chapter 18 discusses the tax
aspects of currency fluctuations as they affect transactions in foreign cur
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rency, borrowing or lending in foreign currency, hedging exposure to cur
rency fluctuations, maintenance of branch records, translation of
dividends from foreign corporations, and related foreign tax issues.
Investments in the United States by nonresident aliens and foreign
entities provide an additional dimension to international taxation. In
the fifth and last part (chapters 19 through 21), the tax aspects of both
passive investments and operations of active U.S. trades or businesses by
foreign interests are discussed. The final chapter (chapter 22), which
deals with filing and recordkeeping requirements, relates to most of the
previous chapters in the book.

Tax Bases Applicable to Foreign Income
A tax is generally levied on a person, item, transaction, or event. In
international taxation, the jurisdictional authority to levy tax on various
entities and events is part of the domestic law of a country. The more
common entities or events over which the U.S. government claims juris
dictional authority are presented in table 1.1.
Table 1.1
United States Jurisdictional Authority to Tax Foreign Income
Entity or Event

Applicable to —

G eneral Tax
Significance

Citizenship and place
of formation

U.S. citizens; domestic
corporations; domestic
trusts

Federal government taxes
on worldwide income

Residence

Resident aliens

Federal government taxes
on worldwide income

Source of income

Nonresident aliens;
foreign entities

Federal government taxes
only on income derived
within the United States

Income effectively
connected with a U.S.
trade or business

Nonresident aliens;
foreign entities

Federal government taxes
on income derived within
the United States and
certain income derived
outside the United States
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The import of table 1.1 for U.S. citizens, domestic corporations, and
trusts is that, with minor exceptions, their incomes, regardless of where
earned, will at some point be taxed by the federal government. It should
be noted, however, that exceptions affecting the timing, rate, and extent
of taxation do exist.
Regarding foreign corporations, there are two points to be noted in
table 1.1. First, the worldwide income of foreign corporations can be
taxed by the federal government indirectly through U.S. persons who
own stock in the foreign corporation, although U.S. persons may defer
this tax until dividend distributions are made. Second, a foreign entity
operating in the United States is taxed on income derived within the
United States and on certain foreign-source effectively connected income
(section 864(c)(4)), whereas a foreign individual residing in the United
States (that is, a resident alien) is taxed on his or her worldwide income
and otherwise subject to the same rules that apply to U.S. citizens.

Problems Unique to Taxation of Foreign Income
Most of the problems that arise in the taxation of foreign income can
be attributed to the fact that the income is subject to taxation in more
than one taxing jurisdiction. Unlike domestic business operations, which
are generally subject to only one national taxing jurisdiction, a business
operating in one or more foreign countries is often subject to the tax laws
of each country in which it operates and of the country in which it is
organized. Some of the specific problems that overlapping taxation can
create are discussed below.
Additional Taxes

Foreign income of U.S. taxpayers and U.S. income of foreign entities
may be subject to taxation by both the host country and by the country
that exercises primary jurisdiction because of organization, citizenship, or
the like. The income may be taxed as it is earned, as it is transferred from
one nation to another, or both. Some taxes may be imposed on the same
event or entity, creating degrees of double or multiple taxation. Foreign
tax credits, allowed to most entities involved in cross-border business or
investment activities, are a unilateral policy instituted by many countries
in an attempt to mitigate some problems of multiple taxation. Foreign
tax credits are generally allowed to U.S. taxpayers for this reason. (See,
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however, the comments in chapter 7 for specific situations in which the
foreign tax credit does not eliminate the multiple-taxation burden.) One
problem with the U.S. foreign tax credit mechanism is that credits are
permitted only for payments of foreign income taxes, whereas many for
eign governments levy other types of taxes to raise much of their
revenues. Although the United States allows deductions for other foreign
taxes incurred and not eligible for credit, the deduction usually does not
provide the degree of benefit that a credit does.
Allocation of Tax Revenues Between Countries

Whether it is developed or less developed, capital-exporting or capital
importing, relying heavily on exports or on imports, each country or
taxing jurisdiction has its particular economic situation and problems
with which it must deal. To help solve these individual problems, each
country or taxing jurisdiction employs a variety of tax laws and policies
in order to accomplish its social and economic objectives. These varia
tions increase with the number of jurisdictions in which an entity operates.
Whenever economic activities are spread out in such a manner as
to involve more than one taxing jurisdiction, the nontrivial problem of
how the tax revenues from the transactions are shared among the taxing
jurisdictions arises. Figure 1.1 illustrates a typical set of international
transactions.
The production of wealth involves four countries. The difficult issue
is how income for the various components involved in generating it are
measured and how taxes are shared relating to the four countries
involved in the production of that income. In other words, how is
income measured in country D for the capital and services provided by
P to S? How is the income split between the two countries in which the
manufacturing and sales activities take place? How should the profit of
X be measured? Should the profit be measured by treating X as a contract
manufacturer or by some other basis? These are the many difficult issues
faced by the practitioner and tax administrator in the international
tax area.
Enforcement of Laws and Collection of Revenues

When income is earned or assets are located outside the home country,
problems of enforcement of tax laws and collection of taxes occur. The
U.S. government attempts to minimize these problems by imposing strict
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reporting requirements on U.S. persons with foreign income, invest
ment, or dealings with nonresidents for certain transactions that take
place in the United States; by imposing withholding taxes on nonresi
dents with U.S. income; by entering into reciprocal agreements with
other countries such as tax treaties or tax disclosure requirements in
other agreements; or by a combination of these means.
Figure 1.1
Typical Example of International Transactions

sold
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U.S. Policy Objectives Governing Foreign
Taxation
As economic and political conditions change, certain policy objectives
influence the laws passed by Congress and changes that are made in the
existing laws. The following are some of the U.S. foreign policy objectives:
1.
2.
3.
4.

5.
6.

Provide relief to taxpayers from multiple taxation of the same income.
Aid the U.S. trade and balance-of-payments position.
Encourage development of U.S. possessions.
Accomplish certain foreign policy objectives such as penalizing
those with business dealings with countries on which the United
States is attempting to impose economic sanctions.
Ensure that foreign persons doing business in the United States pay
their “fair” share of U.S. taxes.
Achieve tax neutrality.

The first five objectives are self-explanatory. The last item, tax neu
trality, is a controversial objective although generally recognized to be
desirable. In theory, tax neutrality should enhance world welfare by
allowing capital to flow to where it can receive the highest return. The
problem is how best to achieve tax neutrality in a world composed of
multiple autonomous governmental units, each having different needs
and political priorities. Unfortunately, there are two different types of tax
neutrality, which tend to be mutually exclusive: domestic neutrality and
foreign neutrality.
Those who advocate domestic neutrality urge that federal laws
should tax foreign income earned by U.S. taxpayers and domestic
income similarly. Thus, the tax variable should be a neutral economic
factor in a U.S. taxpayer’s decision to invest at home or abroad.
Opponents of domestic neutrality argue that competition from other
countries is constantly increasing. They point out that income tax sys
tems in other countries may provide incentives for foreign investment
that are not matched by the United States, which makes U.S. taxpayers
less competitive in international business.
Advocates of foreign neutrality argue that foreign markets and for
eign business are vital to the economic health of the nation. Therefore,
for U.S.-based businesses to remain competitive, the United States
should impose no greater tax burdens on U.S. businesses operating
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abroad than the tax burden imposed on our major international competi
tors by their countries.
Obviously, these are irreconcilable positions. U.S. tax law has tilted
more toward the domestic-neutrality position in recent years, with the
result that more income earned abroad has been taxed to U.S. taxpayers
on a current basis.1

1For a more in-depth discussion of these policy issues, see Joint Committee on Taxa
tion, Factors Affecting the International Competitiveness of the United States (JCS-6-91),
May 30, 1991.

2

Choice of Entity
The federal government taxes U.S. citizens, resident aliens, and domestic
corporations on worldwide income. Consequently, such taxpayers can
expect at some point in time to be subject to U.S. income taxation on
foreign-source income even if tax is not levied at the time that the
income is earned. When the foreign-source income must be reported,
both the foreign and domestic income are combined, and the applicable
federal tax rates are applied to the total. Even though the U.S. tax rates
applicable to foreign-source income are generally the same as for domesticsource income, there may be advantages to postponing the recognition of
such foreign income (tax deferral) if the current foreign tax rate is lower
than the U.S. rate. The taxpayer may also plan to use the tax laws in
particular jurisdictions or tax treaties to lower the total tax liability
(tax savings).
The choice of a taxable entity through which to conduct foreign
operations significantly affects tax deferral and tax savings on foreign
income. This chapter identifies the various types of tax entities and cate
gorizes them to the extent each results in current taxation, tax deferral,
or tax savings.
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Current Taxation
All income from the following operations and entities is taxed current
ly by the federal government, that is, taxed in the year such income is
earned.
Direct Export

A foreign market can be supplied through direct export from an already
existing domestic business. Many companies that are new to the foreign
scene, or that are in the process of developing a foreign market, often
service their foreign customers directly from the United States. Some
times a department or division is set up within a U.S. company to handle
the responsibilities of overseas business. The tax effect of direct export is
that all the income from the operation is taxed by the federal govern
ment in the year such income is earned.
A variation of direct export is to use a commission merchant (com
missionaire) in the countries in which goods are sold but not
manufactured. The commissionaires, which could be sales branches or
subsidiaries, execute sales contracts in their own names on behalf of the
manufacturer. Title does not pass to the commissionaire, nor does the
commissionaire assume risk of loss or credit risk. The commissionaire
does not generally provide any after-sales service and is paid a commis
sion based on a percentage of the sales price.
License Arrangements

Technology can be transferred directly into profits by taxpayers who use
it themselves to make and sell products or to provide technical services
and consulting. One party can also profit from the ownership of technol
ogy indirectly by licensing another party the right to use the technology
in exchange for royalties.
The owners of technology may prefer to license it into foreign mar
kets for a variety of reasons. They may not have adequate capital,
knowledge of foreign markets, or capable management personnel for
overseas employment to exploit the technology abroad. On the other
hand, a company may be very sophisticated in dealings with foreign mar
kets and may wish to fully exploit technology in a foreign subsidiary it
controls. In this case, the licensee would be the foreign subsidiary.
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Branch of a Domestic Entity

A branch is an office, division, or other extension of a domestic entity
that is established in a foreign country. The branch is a convenient form
for conducting foreign operations such as gaining a foothold in a new
market. Often a branch can be established in a foreign country at minimal
cost and inconvenience, because a separate legal entity is not required.
A major tax advantage of branch operations is that losses from a for
eign branch can be offset against other income of the enterprise to
reduce its current U.S. tax liability. Such losses may be recaptured as
U .S.-source income when the taxpayer earns foreign-source income or as
additional U.S.-source income if the branch assets are transferred or the
taxpayer incorporates the foreign branch. Although the branch offers the
potential current benefit for branch losses, no tax deferral is achieved.
The second major advantage is that if the operations abroad involve
natural resources, the tax laws regarding depletion deductions, explo
ration and development expenses, and intangible drilling and development
expenses may apply. When these operations are conducted through a
branch rather than through a foreign subsidiary, the character of the
income and expenses is preserved when applying U.S. tax law.
The third major advantage of branch operations is that most for
eign countries levy withholding taxes on dividends paid by a local
company to a foreign shareholder, which is often in addition to corporate
income taxes levied on the earnings of the company. In some countries,
income repatriated from a branch is not subject to withholding.
However, to achieve parity, certain countries (such as the United States,
Canada, and Belgium) impose a second tax on branch profits in lieu of
withholding on dividends applicable to local subsidiaries. The imposi
tion of a branch tax usually removes the withholding tax savings by
operating as a branch rather than a local subsidiary. Under some treaties,
such as the United States-Belgium tax treaty, U.S. corporations are
exempt from the branch tax.1
The fourth major advantage of branch operations is that property
can be transferred by the U.S. taxpayer to a branch without tax on the
appreciation in value under section 367 or section 1491.
1See Treas. Reg. Sec. 1.884-1 (g)(3) for a list of treaties that prohibit a branch tax. An
updated list is provided in chapter 21, Branch Profits Tax.
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The major tax disadvantage of branch operations is that there is no
U.S. tax deferral on earnings. Income of the branch is taxed by the
United States as earned because the branch is not a separate entity. In
addition, as pointed out previously, some foreign countries have branch
taxes that may increase or accelerate the effect of the tax in lieu of the
withholding on dividends. Some jurisdictions may also require financial
or other disclosure to the taxing authorities of the total operations,
including those in the United States. In addition, the legal liability of
branch operations is not limited to the assets physically located in that
foreign country.
Before a determination can be made about the advantages or dis
advantages of operating as a branch, several tax factors must be
considered. The first factor is that most foreign countries tax branches
and corporations differently. The overall tax rates may vary, depending
on the particular country and on whether that country has a tax treaty
with the United States. The effective rate of tax on an entity’s profits
may also vary depending on whether a corporation repatriates all, some,
or none of its profits to its U.S. parent in the form of dividends.
A second factor to consider is that the availability of loss carryforward between a branch and a subsidiary may differ in a foreign
country. A subsidiary incorporated in a foreign jurisdiction will typically
receive a carryforward for net operating losses. Therefore, although a loss
incurred by a foreign subsidiary will not result in any U. S. tax benefit in
the year it is incurred, the loss will serve to offset profits in that foreign
country (if any) in future years, thereby ultimately decreasing foreign
taxes paid on those profits. Net operating loss carryovers are not avail
able in all countries. Some countries allow a one-year carryforward, some
a combination of carrybacks and carryforwards, and some an indefinite
carryforward of start-up losses. It is therefore essential to determine the
availability of carryovers if losses are expected.
A third factor to consider (although not as common for branches as
for subsidiaries) is that some foreign countries allow losses to be carriedforward in a branch doing business in that country. For example, in
Austria a branch is not allowed any carryforward of net operating losses.
Other countries, such as Belgium, allow a branch to carry forward its
losses only while the branch retains its original form. An incorporation
of a branch with unexpired net operating loss carryforwards will cause
forfeiture of those carryforwards.
The deductibility of management fees and other expenses paid to the
home office is another important consideration. Some countries (for
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example, Switzerland) may allow a subsidiary to deduct management
fees paid, but they do not grant this deduction to a branch. However,
management fees or other expenses may be deductible by the foreign
branch if paid to a separate company (such as a sister company) rather
than the head office. Deductibility of management fees by a branch must
be determined on a country-by-country basis.
Partnership

For partners who are U.S. citizens, corporations, or resident aliens, the
U.S. tax laws do not generally distinguish between partnerships formed
and operating in the United States and those formed and operating in
foreign countries. U.S. tax law does not treat partnerships as separate
taxable entities. The partnership is a conduit through which partnership
income is passed to the partners. The income and expenses of the part
nership retain the same character and source in the hands of the
partners. The income is subject to current taxation whether or not dis
tributed. From a foreign perspective, the tax advantages and
disadvantages of operating in a foreign country through a partnership are
similar to those of a foreign branch.
Domestic Subsidiary

Another alternative for developing foreign markets is to create a separate
domestic (U.S.) corporation to handle international business. An impor
tant nontax advantage of channeling operations through a separate domestic
subsidiary is that legal liability on the foreign operations is limited.
The domestic subsidiary is taxed currently on its income earned
abroad. The domestic subsidiary can be included in a consolidated return
with its parent (section 1501). Consolidations can be especially advanta
geous in situations in which a subsidiary has incurred a loss or has excess
foreign tax credits (Treas. Reg. Sec. 1.1502-4) or when profits are to be
repatriated on a regular basis, because the parent will incur no additional
U.S. taxes when profits are remitted up the U.S. chain because of the
100-percent deduction related to the dividends.
A domestic (U.S.) corporation is especially useful when operations
are conducted in a U.S. possession. The United States provides special
tax concessions (possessions tax credit) for income earned from opera
tions in a possession by an electing domestic corporation. Separate
domestic subsidiaries are usually formed for these operations in the
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possession because of the strict percentage requirement that must be met
in order to qualify for the possessions tax credit.
A domestic international sales corporation (DISC) is also a U.S. cor
poration. This is discussed subsequently.

Potential Exclusion or Deferral of Taxation
Tax planning undertaken to achieve an exclusion or deferral from cur
rent U.S. taxation on income can be a worthwhile objective because of
the time value of money. Postponing tax payments may be tantamount
to obtaining an interest-free loan that can be invested in projects that
result in rates of return greater than the return on an investment made
with after-tax amounts. In some situations, deferral may not be tanta
mount to obtaining an interest-free loan if the United States imposes an
interest charge on the deferred tax, as in the case of taxes imposed on the
income of a passive foreign investment company and an accumulation
distribution from a foreign trust.
Another possible benefit from deferring recognition of foreign
income is that the taxpayer usually “elects” when deferral is ended by
controlling the timing of the repatriation. This may provide tax savings
because income may be repatriated in a year in which U.S. tax rates are
lower rather than in the year in which the income was earned, or such
timing will maximize foreign tax credit utilization.
Deferral will accomplish little when effective foreign income tax
rates on the foreign income equal or exceed those of the United States,
either because of differences in statutory rates or differences in the mea
surement of the tax base. Effective tax rate as used here means the amount
of foreign income taxes paid (including the present value of withholding
taxes on the amounts ultimately repatriated) expressed as a percentage
of earnings and profits computed according to U.S. tax laws. In the situa
tion in which foreign effective tax rates equal or exceed the U.S.
effective rates, nothing may be gained by postponing the repatriation of
the foreign income because the foreign tax credit for the foreign income
taxes associated with this foreign income may reduce U.S. income tax on
this income to zero. But even if the foreign earnings have an effective
foreign tax rate equal to or greater than the U.S. tax, extenuating cir
cumstances, such as a U.S. net operating loss or imposition of the foreign
tax credit limitation, may influence the timing of the repatriation of for
eign profits.
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Domestic International Sales Corporation
A DISC (called an interest charge DISC or IC-DISC) is a domestic cor
poration whose activities are substantially derived from the sale of U.S.
manufactured goods to foreign users, from the lease or rental of export
property, or from the performance of technical services. An IC-DISC
is designed as an export incentive. The principal tax features of an
IC-DISC are that the IC-DISC is not taxed and shareholders of the ICDISC are permitted a deferral from tax on most or all of the qualifying
receipts until the income is distributed. The economic cost of the tax
deferral on these profits is an interest charge (calculated on a base period
T-bill rate) on the deferred taxes. To the extent that the income can be
invested to achieve a return higher than the interest charge, the ICDISC can provide a positive net economic benefit from the tax deferral.

Foreign Corporation
A foreign corporation is any corporation formed outside the United
States (section 7701(a)(4)-(5)). The principal tax advantage of a foreign
corporation is that, in general, foreign-source income is not currently
taxed by the federal government until the income is repatriated (distrib
uted) to U.S. shareholders owning the stock. Upon distribution, the
dividends are included in the income of the U.S. shareholders. Foreign
taxes paid on the income giving rise to the dividend may be taken as a
deemed-paid foreign tax credit by qualifying corporate shareholders.
U.S. corporate shareholders usually do not receive a dividendsreceived deduction under section 243 (see section 245(a) for exceptions)
on dividends received from a foreign corporation. This disadvantage
is not as significant as it might appear in that the foreign corporation
paying the dividend has probably not paid any U.S. tax on the income.
A foreign corporation cannot be included in the consolidated return
of its U.S. parent unless it is a Mexican or Canadian corporation and is
maintained solely for the purpose of complying with the laws of these
countries regarding title and operation of property (section 1504(d)).
“Hybrid” entities, such as limited liability companies (LLC) or joint
ventures (JV), can be treated by the United States as either a corpora
tion or a partnership, depending on the entity’s characteristics. A foreign
entity subject to limited liability protection may be treated by the
United States as a partnership for U.S. tax purposes thus providing the
entity with U.S. tax benefits, including the ability to use foreign entity
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losses currently. A more in-depth discussion of the criteria used to clas
sify foreign entities for U.S. tax purposes is provided in chapter 8.
Exceptions to Deferred Taxation
Controlled Foreign Corporation. When U.S. shareholders2 own more than

50 percent of the combined voting power or value of a foreign corpora
tion, the foreign corporation will be classified as a controlled foreign
corporation (C FC ). CFC classification causes several exceptions to tax
deferral on the foreign earnings, which may have potentially disadvanta
geous consequences to the U.S. shareholders.
•
•
•

Loss of tax deferral on certain types of “tainted” foreign income
earned, called subpart F income.
Loss of tax deferral on the C FC ’s earnings and profits regardless of
how earned because of investments in nonqualifying U.S. property.
Gain on the sale or redemption of stock or gain on liquidation is
reported as ordinary income to the extent of prescribed earnings and
profits rather than capital gains. Although enacted at a time when
there was a reduced tax rate in the United States for capital gains,
this rule is usually advantageous for a corporation because of the
availability of deemed paid foreign tax credits from the gain rechar
acterized as a deemed dividend.

Foreign Personal Holding Companies. When a foreign corporation is more
than 50-percent owned by five or fewer U.S. individuals (considering
family attribution rules) and at least 50 percent (60 percent for the first
year only) of its gross income is foreign personal holding company
(FPHC ) income, U.S. shareholders are currently taxed on the foreign
corporation’s current year undistributed income. FPHC income is gener
ally income received from portfolio investments, including gains on sales
of stock or securities. FPHC status can be avoided by failing the 50-per
cent income test or the closely held ownership test. Avoiding FPHC

2For this purpose, U .S. shareholder is a defined term meaning only U.S. shareholders with
10-percent voting power.
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status may not produce deferral because of the passive foreign investment
company (PFIC) provisions discussed subsequently.

Current Taxation or Deferral Only With an
Interest Charge
Passive Foreign Investment Company

A passive foreign investment company (PFIC) is defined as any foreign
corporation if 75 percent or more of its gross income is passive income,
or if 50 percent or more of its assets produce or are held for the produc
tion of passive income. Unlike CFC or FPHC rules, the PFIC rules apply
regardless of the level of U.S. ownership. If a foreign corporation is a
PFIC, its shareholders may elect to treat the PFIC as a qualified electing
fund. As a qualified electing fund, every electing U.S. shareholder will
currently include in income a pro rata share of the ordinary income and
capital gains of the PFIC. Therefore, there is no deferral from U.S. tax
for the U.S. shareholders of a qualified electing fund. If the shareholder
of a PFIC does not elect qualified electing fund status, tax and interest on
the tax will be levied if that shareholder receives an excess distribution
(that is, more than 125 percent of the average amount received during
the three preceding years). The interest charge on the deferral of tax on
the profits reduces or eliminates the time value of the money benefit for
the profits deferred.

Potential Tax Savings
Tax savings is used here to mean a direct reduction in tax liability rather
than a deferral of taxes. Tax savings can be realized in the foreign area in
such ways as qualification for certain exclusions of income from taxation,
extra deductions, conversion of potential ordinary income into capital
gain income when there is a rate differential between them, and tax
treaty benefits.
Foreign Sales Corporation

A foreign sales corporation (FSC) is a foreign corporation whose income
is foreign trade income, that is, income from sales of U.S.-manufactured
property, leasing, and rendering technical and managerial services. Like
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the IC-DISC, a FSC is intended to provide an export incentive, and a
FSC is usually a subsidiary of a U.S. corporation. A percentage (depend
ing on the intercompany pricing method used) of the FSC income is
exempt from U.S. tax. The remaining income is either currently taxable
or deferred depending again on the intercompany pricing method used.
Through the use of a FSC, U.S. exporters may exempt from U.S. taxa
tion up to 15 percent of the profit from the export sale. This tax savings
(exclusion) reduces the effective tax rate on export sale profits.
U.S. Possessions Income

Any individual who is a bona fide resident of a specified possession dur
ing the entire taxable year may exclude income from sources within
a possession and income effectively connected with the conduct of a
trade or business within a possession. Section 931 contains the provi
sions relating to income from sources within Guam, American Samoa, or
the Northern Mariana Islands. Section 933 deals with income from
sources within Puerto Rico. A domestic corporation with (1) 80 percent
of its gross income from sources within a U.S. possession and (2) at least
75 percent of its gross income from the active conduct of a trade or busi
ness within a possession may elect to receive a special tax credit under
section 936, tantamount to an exclusion, which is related to the income
from a possession. In addition, a corporate shareholder of an electing
possessions corporation is entitled to the usual dividends-received deduc
tion on dividends paid to it from the possessions corporation. Because
special lower tax rates are available in certain possessions to reduce the
tax imposed by the possession, the use of the possessions tax credit results
in an effective tax exemption on much of the income earned within the
possession by the electing possessions corporation. The Revenue
Reconciliation Act of 1993 reduced the amount of the possessions tax
credit beginning in 1994.
U.S. Citizens and Residents Employed Abroad

A U.S. citizen who receives compensation for services performed in a
foreign country can elect to exclude from gross income, for U.S. tax pur
poses, earned income of $70,000 and a housing allowance, provided he
or she is a bona fide resident of the foreign country or countries for an
uninterrupted period of an entire taxable year. In the case of a citizen or
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resident, a physical presence in a foreign country or countries for 330 full
days during any twelve consecutive months may also qualify the person
to exclude up to $70,000 and a housing allowance.
Conversion of Ordinary Income Into Capital Gain

Prior to the enactment of sections 1246 and 1248 in the Revenue Act of
1962, foreign income accumulated in a foreign corporation could quite
easily be converted into capital gains by the liquidation of the foreign
corporation or by the sale or redemption of its stock. This was so even
though the foreign corporation’s income was never subject to U.S. tax.
Section 1246 provides that if stock of a foreign investment company that
does not elect under section 1247 to distribute income currently is
disposed of, any gain shall be treated as ordinary income to the extent
of the taxpayer’s share of earnings and profits accumulated after
December 31, 1962. Section 1248 provides that gains from dispositions
of stock in a controlled foreign corporation (C FC ) by a 10-percent-ormore shareholder will be treated as ordinary income (deemed dividend)
to the extent of earnings and profits accumulated after December 31,
1962, and accumulated during the period the foreign corporation was a
CFC. The following taxpayers are not subject to dividend treatment and
may nonetheless recognize capital gains from the disposition of stock of a
foreign corporation.
Noncontrolled Foreign Corporations. A taxpayer who holds stock in a
foreign corporation owned 50 percent or less by U.S. persons at all times
is not subject to the provisions of section 1246 or section 1248.
Shareholders Possessing Less Than 10 Percent of Voting Power. Under

section 1248(a)(2), any U.S. taxpayer that has at all times possessed less
than 10 percent of the voting power of a C FC is not subject to the provi
sions of section 1248.
Domestic Corporations With Operations Abroad. Section 1248 usually
applies to dispositions of stock of controlled foreign corporations; how
ever, dispositions of stock of a domestic corporation formed or availed of
principally for the holding of stock of a foreign corporation are also
treated as section 1248 dispositions. Disposition of stock of a domestic
corporation that conducts operations abroad (such as a possessions cor
poration) will not be subject to section 1248.
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Tax Treaties

Tax treaties are generally bilateral agreements between governments of
different countries that secure certain reliefs for those persons and enti
ties described in the treaty (treaty-country residents). One principal
purpose of a tax treaty is to ease various tax burdens either to avoid dou
ble taxation or provide for a reduced tax rate on those that may fall
under the jurisdiction of the other country because of economic contacts
in it. A frequent form of tax relief is to tax certain types of income at
reduced rates. For example, dividends or royalty payments for the use of
intangibles may be taxed by a foreign country at a much higher tax rate
than the rate specified in a treaty. Those qualifying for treaty relief will
be taxed at the lower withholding rate. The United States has entered
into income tax and estate and gift tax treaties with a number of foreign
countries and exchange-of-information agreements with many others.
Many of the provisions of the individual treaties are similar, yet differ
ences do exist depending on the specific country. Each U.S. taxpayer
with economic contact in a foreign country should determine whether a
treaty is in force and, if so, which specific treaty provisions might apply
and what are the opportunities for tax savings.

Criteria for Selection of an Entity
Although operations abroad vary considerably, taking into account the
various tax attributes just described, some of the common criteria a U.S.
taxpayer should consider when selecting the form through which to con
duct foreign activities are presented subsequently.
Projection of Operating Results

If a taxpayer anticipates initial losses from foreign operations, a form of
entity that will allow the current offset of foreign losses against domestic
income should be considered. A branch, partnership, or direct exporting
and servicing operation will accomplish this, as would a domestic sub
sidiary (or contiguous-country corporation in either Canada or Mexico)
that is part of a consolidated group. Such losses may be recaptured when
the taxpayer earns foreign-source income or incorporates a foreign branch,
but a timing benefit has been obtained. If profits are anticipated, a tax
payer may consider a foreign corporation that may allow exemption,
exclusion, or deferral of U.S. tax as discussed previously.
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Use to Be Made of the Income

If a sizable portion of the income from foreign operations is intended to
be repatriated within a short period of time after it has been earned, little
other than the ability to control the exact timing is to be gained from a
tax perspective by choosing an entity form that could otherwise provide
tax deferral, because the income is taxed by the United States when it
is repatriated.
If income is intended to be reinvested in foreign operations and not
repatriated, benefits may be derived from an entity that provides tax
deferral as long as the foreign effective tax rate is lower than the domes
tic tax rate and the after-tax rate of return on the invested income
is greater than it would have been had it been repatriated and invested
by the U.S. owner of the foreign entity. Deferred income of a controlled
foreign corporation cannot be invested in U.S. operations, because this
will be treated as constructive repatriation and subject to U.S. tax.
Type of Income
Income From Natural Resources. If foreign income is derived from natural
resources, it may be advisable to preserve the character of the income
and related expenses in order to take advantage of (1) the percentage
depletion deduction, if eligible to be taken on the taxpayer’s U.S. tax
return; (2) exploration deductions; and (3) deductions for intangible
drilling costs. The character of the income and deductions can be pre
served for U.S. tax purposes by using a flow-through entity and not
realizing them in a foreign corporation.
Passive Income. No tax deferral will be achieved on the income of a
foreign corporation that is classified as a foreign personal holding com
pany (FPHC). Therefore, shareholders of a closely held foreign
corporation that realizes 50 percent or more of its income from passive
sources (60 percent for the first year only) will be taxed on such income
on a current basis.
Too much passive income or assets that produce passive income will
also be disadvantageous if the foreign corporation is classified as a passive
foreign investment company (PFIC). Electing shareholders of a PFIC
are taxed on the income of the PFIC on a current basis. Nonelecting
shareholders of a PFIC must pay interest on the deferred tax when excess
distributions (that is, distributions of deferred income) are remitted
to them.
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Beginning in 1994, U.S. shareholders of a CFC are deemed to
receive a constructive dividend on their share of the CFC’s undistributed
and previously untaxed earnings invested in excess passive assets (section
956A). This new rule takes precedence over the PFIC rules and is dis
cussed in chapter 8.
Passive income can also affect the special tax advantages provided
to U.S. possessions corporations. The provisions related to possessions
corporations provide that no more than 25 percent of the gross income
can be from passive sources.
Base Company Income. Companies that do business in several countries
may choose a foreign country in which a base company is established.
The base company directs the business activities in other countries. A
base company may act solely as a holding company. The country chosen
for the base is often one that has an attractive tax climate (such as zero
tax, tax on income only from sources inside it, tax concessions for hold
ing companies, tax concessions on certain activities, tax rates lower than
competing jurisdictions, or a favorable tax treaty network with corre
sponding jurisdictions).
Consideration must be given to the effect of subpart F and FPHC
provisions on base company operations because it is possible to lose
the U.S. tax deferral on such income. Possible increased withholding
taxes on dividend flows must also be considered when choosing to use a
holding company. The extent to which these provisions apply depends
on the type of income involved. However, by careful selection of entities
through which various types of income are derived or by careful con
trol of the types of income derived, the effect of these provisions can
be minimized.
The subpart F and FPHC provisions contain de minimis rules relating
to the amounts of income that will be considered tainted: the lesser of
5 percent of gross income or $1 million for subpart F income and 50 per
cent (60 percent for the first year only) for FPHC income. Consideration
must also be given to the PFIC provisions for foreign corporations that
are not CFCs. U.S. shareholders of a PFIC will lose the deferral on
income earned if 75 percent or more of the foreign corporation’s gross
income is from passive sources or if 50 percent or more of the foreign
corporation’s assets produce passive income or are held for the produc
tion of passive income. U.S. shareholders of a PFIC must either report
the income currently or pay interest on tax, as well as tax on excess dis
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tributions from the PFIC. Exercising control over character of income or
sufficient dilution of designated types of income to meet these de minimis
rules can yield substantial benefits.

Foreign Tax Credit Considerations
Each country specifically legislates which economic events are subject to
taxation and the rate of tax on each tax base. A country may rely on
indirect taxes (such as property taxes), transactions taxes (such as valueadded taxes), as well as taxes on income. Income taxes (or taxes in lieu
of income taxes) are the only foreign taxes that are creditable in calcu
lating U.S. tax liability. Other types of taxes are only deductible.

3

Choice of Country
U.S. taxpayers generally extend business activities because of some com
parative advantages (technological, managerial, operational, and finan
cial) from which they hope to benefit in foreign markets. However,
different problems and risks may exist in the international environment
that can materially affect the efficiency and effectiveness of operations,
the risks to capital, the amount of income earned, and the total tax
liability.
One of the most important decisions to be made in the international
environment is the selection of the country or countries in which to
extend business activities or make investments. Conditions from country
to country (economic, political, legal, cultural, and tax) can vary consid
erably. The purpose of this chapter is to list, with brief comments, some
of these salient factors, to alert readers to some of the opportunities and
pitfalls (tax and nontax) that exist in the international environment,
and to put tax considerations in perspective as one important variable
among several.1 The choice of the country should be the culminating
decision after careful study of the different conditions in the country.
1For a more in-depth discussion of this topic see G. Peter Wilson, “The Role of Taxes in
Location and Sourcing Decisions,” Harvard Business School Working Paper No. 92-017.

27

28

U.S. Tax Aspects of Doing Business Abroad

Political and Legal Clim ate
Among other concerns, governments are interested in economic well
being and initiate policies so that foreign business investments and
operations will be consistent with this goal. The structures, priorities,
and controls established by governments within their own countries can
have significant influence on business conditions.
Political structures can range from totalitarian to democratic. A vast
middle ground, which can be called democratic socialism, exists between
the two. At one extreme, the resources are generally allocated by central
government fiat. At the other extreme, most resources are allocated
based on market forces. In the middle ground, various policies exist that
allow some market forces to guide economic activities but impose operat
ing or ownership controls, or both types of controls, on private capital
investments.
Political forces tend to vary, depending on whether the country is a
developed or developing nation. Developing countries characteristically
tend to rely more heavily on strong centralization and control, and expe
rience significant changes with each change of political leadership.
Developed countries generally have less volatile political climates.
It is clear that some governments take more active roles than others
in imposing controls to accomplish their goals. Controls can be placed
on such things as the movement of persons, goods, currency, capital, and
profits. They can take the form of customs, licenses, quotas, embargoes,
passports, visas, and currency controls. A particular country’s political
structure can indicate the control that can be expected, as well as the
degree of ownership of certain industries that will be allowed. Sometimes
the controls can be so unfavorable that they obviate serious considera
tion of investing in that country. There are other related factors to consider
regarding political climate:

•

Risk of expropriation
Risk of devaluation of currency
Exchange controls
Import restrictions and quotas
Regulatory agencies
Political relationships with other countries
Restriction of participation in certain activities or restriction of
property ownership by foreigners
Required local participation in equity
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Restrictions on the future sale, joint venture, or transfer of the nowestablished business entity.

Extension of business activities to foreign countries brings U.S. taxpayers
into contact with several bodies of law: laws of the United States,
laws of each host country, and international law. International law deals
with the rights of nations in their relationships with each other. It
encompasses treaties (for example, tax, navigation, commerce, and
defense), treaty-based agencies (such as the United Nations, the World
Bank, and the International Monetary Fund), general agreements (for
example, the General Agreement on Tariffs and Trade (GAAT) and the
North American Free Trade Agreement (NAFTA)), and the rights of
foreign nationals in relation to a given country. In some cases, inter
national law may supersede domestic laws. Investors must contend with
overlapping or conflicting laws. Successful operations may well depend
in good part on adequately assessing and coping with the distinctive legal
environments.
Some important laws of foreign countries to be cognizant of are the
laws concerning the rights of foreigners to own land and to participate in
ownership or management of local enterprises; laws regarding monopo
lies, price-fixing, boycotting, or other forms of restraint of trade; laws
governing labor legislation and the restrictions placed on alien person
nel; laws regarding trade secrets, holding of property, and contractual
obligations; and laws restricting the rights of foreign majority sharehold
ers in protection of local interests.
The effectiveness of legal systems varies among countries. In some
countries legal systems can be quite effective in protecting property
rights and other personal rights. In others, there may be a lack of inde
pendent judiciary or clearly established precedents, or there may be
ill-defined regulations or inadequate enforcement of laws.

Cultural and Economic Clim ate
Foreign business operations and investments involve dealings and trans
actions with foreign persons. Good human relations are important to
business success, and they often depend on the understanding of and
adaptation to the special characteristics of people, which vary by coun
try. Attitudes, customs, religion, institutions, interests, and values can be
so important that being unaware of them can block or retard success in a
foreign country.
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The economic climate of a country also affects business operations.
Economic factors that might influence investment include the following:
transportation and distribution systems; communications; the develop
ment of the banking, legal, and accounting professions; level of
education; skill and costs of labor in the work force; and government
attitudes toward the environment.
Countries’ economic climates tend to differ according to their stages
of economic development. Some countries are basically agrarian and
may not have adequate transportation, communications, public services,
levels of skill in the work force, and other elements in the economic
infrastructure that may be necessary for the investment. Countries more
advanced in development tend to have more efficient markets, keener
competition, better public services, better sources of supply, and greater
labor productivity and availability of financial capital.

Tax Clim ate
There are no international laws that limit the prerogative of a country
to tax either its nationals, residents, income from sources within the
country, or property located within the country. Limitations on taxation
exist only by virtue of voluntary actions taken by a country to accom
plish economic, social, or political goals. The varying objectives among
countries have resulted in a diversity of tax structures. Because tax pay
ments may be one of the largest expenses of operations or investments,
investors usually review the tax structures of each country carefully prior
to the investment. Following are some general comments on how foreign
tax structures tend to vary.
Tax Entities or Events

In assessing taxes, each country must select the entities or events on
which to impose taxes. It may be any transaction, item, person, or event.
Some common tax bases are social security, income and profits, con
sumption, property, excise, and gift and death transfers. Tax revenues
are distributed across different tax bases in different countries, and in the
majority of countries tax burdens are generally heavier than in the
United States.
For U.S. taxpayers, how a country distributes taxes across different
tax bases may be important. The United States allows a foreign tax
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credit only on foreign income taxes paid or accrued and for taxes paid or
accrued in lieu of income taxes. The only treatment allowed for the pay
ment or accrual of taxes that are not directly levied on income is a
deduction in computing taxable income and earnings and profits.
Because a tax credit is generally more beneficial than a deduction, the
taxes levied on income are more beneficial than equal amounts of tax
levied on bases other than income.
Chapter 4 contains statistics for the countries that belong to the
Organization for Economic Cooperation and Development (OECD).
The composition of tax revenues differs significantly between these
countries (see chapter 4, table 4.1). The United States relies more heav
ily on income and profits taxes than do most of the other OECD
countries. For 1990, only Australia, Canada, Denmark, Finland, Japan,
and New Zealand collected a higher percentage of total tax revenues
from income and profits taxes.
OECD countries rely more heavily on consumption taxes than does
the United States. The consumption tax revenue in Europe is derived
primarily from value-added taxes and gasoline taxes. Consumption-type
taxes imposed in the United States are primarily in the form of general
sales taxes and are levied by state and local governments rather than the
federal government.
Social security taxes also comprise a significant percentage of tax
revenues raised in the United States and most European OECD coun
tries. The percentage of tax revenues collected through social security
taxes in the United States during 1990 was approximately 30 percent,
which is about the average for European OECD members and Japan.
The United States tends to rely more on property taxes, including
estate and gift taxes, than do other OECD members. The United States
collected a higher percentage of tax revenues through property taxes in
1990 than any other OECD member.
Tax Havens

The location of offshore operations is important from a tax perspective.
There are many factors that determine where an investment is to be
made, including the legal requirements (such as types of entities avail
able, the level of foreign ownership permitted in these entities, currency
exchange rates and controls, import and export controls, and the legal
and administrative system), business climate (such as laws controlling
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pollution, laws controlling noise, and the existence of tax treaties), and
the economic and political infrastructure (such as economic stability;
political stability; access to qualified accountants, lawyers, bankers, and
administrative staff; communications and transportation; labor supply;
and language).
Categorizing countries as tax havens is difficult because the term tax
haven can be used to describe a country that levies virtually no taxes, or
exempts certain activities from tax or exempts income sourced outside
that country. The term is also used to describe a country that levies
significant taxes but at rates lower than those in jurisdictions competing
for the same investment.
Many nontax factors can influence the location of investments in
tax havens. Surveys of international companies indicate that there are
more than thirty factors that influence the selection of a tax haven for
investment activities (usually in the form of a holding company).
Among these factors are guarantees against expropriation or nationaliza
tion, fair treatment, low taxes, bank secrecy, avoidance of currency
restrictions, free remittance of profits and capital, double-taxation
treaties, political and economic stability, and minimum government con
trols. For example, if bank secrecy or secrecy of ownership of a holding
company is an important factor, then a trade-off of this factor against
higher taxes may be necessary.
The following are some of the activities and popular tax haven juris
dictions: investments (Bahamas, Cayman Islands, Netherlands Antilles),
shipping (Liberia, Panama), holding companies (Liechtenstein,
Luxembourg, Netherlands, Netherlands Antilles, Switzerland), trading
companies (Hong Kong, Cayman Islands), manufacturing (Ireland,
Puerto Rico, Mexico), artists and athletes (Monaco, Ireland), and man
agement companies (Switzerland, Luxembourg, Belgium).

Foreign Investm ent Into the United States Using
Tax Treaties
From a U.S. tax perspective, a foreign investor eligible for treaty benefits
under a U.S. income tax treaty may fare better than an investor without
such benefits. For example, under the United States-Switzerland Income
Tax Treaty, dividends from U.S. corporations in general are taxed at a
rate of 15 percent and dividends from a U.S. subsidiary to a Swiss parent
are taxed at a rate of 5 percent. There is no provision for exemption from
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tax on capital gains. The United States-Netherlands Income Tax Treaty
and the United States-United Kingdom Income Tax Treaty provide for a
15-percent tax rate on dividends from nonsubsidiary companies and a 5percent tax rate on subsidiary dividends. Capital gains on non-real estate
property have a zero tax rate under the United States-Netherlands
Income Tax Treaty and a tax rate of up to 30 percent under the United
States-United Kingdom Income Tax Treaty.
The tax levied by the United States on remittances of income is only
one of the foreign investor’s considerations. Where an entity making an
investment is formed or operates is another important consideration.
There are many choices of jurisdictions—from the classic tax haven
jurisdictions such as the Bahamas, the Channel Islands, and the Isle
of Man to countries such as the Netherlands or Switzerland that pro
vide favorable tax treatment to holding companies and have extensive
treaty networks.

Offshore Holding Companies
For a U.S. investor the use of a foreign holding company as a vehicle
for offshore investment has limited usefulness because of the problems
with the tainted income (which must be included in the income of a
U.S. shareholder on a current basis) of controlled foreign corporations
or foreign personal holding companies. It is often beneficial for the for
eign investor to use an offshore holding company in an international
business structure.
A holding company can be in a treaty or nontreaty country. It could
be located in a country such as the Netherlands or Switzerland, which
grant special tax privileges to holding companies and have extensive
treaty networks, or in another tax haven jurisdiction without treaty
benefits. One important point to make here is that a more complex orga
nizational structure will be required for an offshore holding company,
and whether the investor is to receive the tax relief a tax haven offers or
the tax reduction a treaty offers, there are accompanying tax risks.
There are three levels of holding company taxes. The first is the
tax on dividends remitted to the holding company from the operating
subsidiaries, the second is the tax on such dividend income in the juris
diction of the holding company, and the third is the withholding taxes
imposed by the holding country jurisdiction when dividends are remitted
from the holding company to the shareholders of this company.
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Locating an offshore holding company in a treaty country usually
provides the advantage of a reduction of taxes at all three levels, but
there are some risks involved. Some of the advantages are (1) reduced
withholding taxes on dividends in the country where the subsidiary is
located, (2) tax privileges afforded holding companies on dividends
received from subsidiaries or on capital gains from selling a foreign sub
sidiary, and (3) exchange control freedom.
These potential benefits may be counteracted by anti-avoidance
rules in certain circumstances. The country in which the foreign sub
sidiary is located may have entered into tax treaties containing certain
treaty shopping provisions that deny the reduced rate of withholding tax
on dividends and other items of income. The United States is now insist
ing that a treaty-shopping provision be included in each new tax treaty
that is currently under negotiation. As an example, Article 26 of the
1992 U.S.-Netherlands tax treaty denies reduced withholding rates on
dividends, interest, royalties, and branch profits remitted to non-Dutch
residents. Regulations under the branch profits tax provisions also con
tain treaty-shopping provisions.
The concern of the U.S. tax authorities is that holding companies
are being formed by nonresidents not eligible for treaty relief in treaty
countries solely to gain a treaty advantage on income flowing from the
United States. The tests that the United States is attempting to apply in
treaty-shopping provisions state in general that the treaty benefits of
reduced withholding on dividends, interest, or royalties will not be avail
able unless certain conditions are satisfied. In general, these conditions
are as follows: (1) more than a certain percentage of a corporation is
owned by residents of the treaty country, (2) the income of such corpora
tion is not used to meet liabilities for interest or royalties of persons who
are nonresidents of that country or the United States, or (3) the dividends
derived are from an active business (not portfolio investments) in the
United States. Under Article 26 of the U.S.-Netherlands treaty, treaty
benefits are available only to Dutch corporations that are (1) publicly
traded, (2) 50-percent Dutch-owned and have 50 percent of their gross
income taxed in the Netherlands, (3) meet certain European
Community criteria (for example, 70-percent EC-owned and 70 percent
of their income is subject to EC taxation), (4) headquarters of interna
tionally operating companies, or (5) corporations operating a substantial
business in the Netherlands.
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Thus far, treaty-shopping protocols have not amended most of the
older income tax treaties. Nevertheless, the tax exposure in the treatyshopping area in future years for nonresidents using holding companies
in treaty countries must be considered.
A holding company in a jurisdiction with a limited treaty network
may also be advantageous if the holding company is located in a tax
haven such as the Bahamas, Bermuda, the Channel Islands, or the Isle
of Man. These are among a number of tax havens that levy minimal
taxes on income or on dividends that are paid from holding companies.
Of course, dividends and other types of passive income paid by a U.S.
person or entity to a nontreaty holding company will be subject to a
30-percent withholding tax by the United States.
Whether a holding company should be located in a tax haven juris
diction or a jurisdiction with some treaty relief depends on the ultimate
amount of tax that is paid on the profits that are repatriated to the ulti
mate owner of the enterprise. For example, dividends repatriated from
a U.S. subsidiary to a Netherlands holding company are subject to a
5-percent withholding tax under the United States-Netherlands Income
Tax Treaty. Such dividends will not be taxed by the Netherlands when
they are repatriated to the holding company (the participation exemption).
The Dutch do levy a withholding tax of 25 percent on dividends repatri
ated to nontreaty shareholders of the holding company. Therefore,
comparing treaty and nontreaty treatment yields roughly the following:
A 5-percent withholding tax is levied on the first remittance (no tax in
the Netherlands if the holding company qualifies for tax relief), and a
25-percent tax is levied on remittances from the Netherlands holding
company, compared with a total tax equal to the 30 percent on the first
remittance to a tax haven holding company in a nontreaty situation. Of
course, if the funds can be reinvested by the holding company, there is a
time value to the money because of the deferral of the second tax.
There are other structures available, since to date few Dutch treaties
include treaty-shopping provisions. For example, a Netherlands Antilles
holding company can hold the stock of the Dutch holding company in
order to significantly reduce overall taxes. The Netherlands imposes a
5-percent or 7.5-percent withholding tax on dividends paid to
Netherlands Antilles companies. The Netherlands Antilles imposes
minimal taxes on such income and may not impose any tax on remit
tances to the owner of the Netherlands Antilles company. A plan that
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uses treaty networks can be successful in reducing overall taxes. Again,
whether the expense of setting up and maintaining such a structure is
beneficial will depend on the level of investment and income of the
enterprise. The total costs involved may actually be less with a structure
that does not involve holding companies in treaty countries.
The tax residence of a company may not be determined by its place
of incorporation. A company incorporated in the Netherlands or
Luxembourg could, by holding its board meetings in London, have its
“management and control” in the United Kingdom and accordingly be
fully liable for a corporation tax on its income and capital gains. In the
United Kingdom, among other countries, a company is treated as resi
dent if it is “managed and controlled” there, and this, in the ordinary
case, means that the members of the board hold their meetings in the
United Kingdom. If by this test a company is resident in the United
Kingdom, it is liable for tax on its worldwide income; if it is not resident,
its liability to tax is limited to income whose source is in the United
Kingdom and, as a nonresident, it is usually exempt from U.K. capital
gains tax.
Holding Companies in Countries With Treaty Networks

Of the countries suitable for holding companies, Luxembourg, the
Netherlands, and Switzerland are perhaps the best known. For example,
a holding company in Luxembourg is permitted certain limited activities.
It may acquire, hold, and sell or otherwise exploit certain investments
such as stocks, currency, and bullion. It may administer and control its
investments from Luxembourg. It may not, if it is to keep its tax-exempt
status, run a commercial business open to the public. It may not own
property or real estate, except to provide itself with offices. It may not
act as a broker or commission agent. Holding companies in Luxembourg
are subject to minimal taxes. Luxembourg holding companies are not
entitled to the benefit of tax treaties to which Luxembourg is a party, but
dividends paid from holding companies are not subject to withholding in
Luxembourg. Therefore, passive income earned on U.S. portfolio invest
ments does not receive treaty relief.
Perhaps the most common use of the Netherlands in international
transactions is as a location for a holding company. The fundamental
concept here is what the Dutch call a qualifying participation. A qualify
ing participation, in general terms, is a holding in a company that is
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subject to tax in some country, so that the holding involves some active
participation in the affairs of the company and is not a mere passive
investment. The requisite holding is, in law, a mere 5 percent, but it is
understood that in practice the Dutch tax authorities may be unwilling
to treat a holding of less than 50 percent as involving active participa
tion. No Dutch tax is charged on dividends or capital gains arising from
qualifying participation. Conversely, no tax benefit is derived from capi
tal loss transactions. Therefore, the Dutch holding company is beneficial
for some types of holding (that is, qualifying participation) but not as
beneficial in the situations of investments in mere passive investments or
where significant losses on disposition are anticipated. In situations in
which the qualifying participation criteria are not satisfied, the taxable
income of the Dutch company will be subject to tax at the regular
35-percent rate on income in excess of Dfl 250,000.
Switzerland offers an exemption at the federal level for holding com
panies. This exemption applies to a Swiss company that holds a partic
ipation in other Swiss or foreign companies of not less than 20 percent of
their capital. When this exemption applies, if all of the company’s income
is derived from qualifying participations, no federal tax on net profits is
payable. Cantonal and communal taxes are levied, however, and basic
rates and concessions vary significantly between each of the twenty-five
separate cantonal taxing authorities. Switzerland has an extensive net
work of tax treaties. A Swiss holding company is therefore beneficial for
some types of holdings (that is, a minimum of 20-percent ownership in
operating companies) but not for investments in passive investments.
But note that Swiss treaty-shopping domestic law requires a certain pay
out of treaty-benefited income of the Swiss holding company.
Holding Companies in Countries With Limited
Treaty Networks

In jurisdictions with limited treaty networks (such as the Bahamas, the
Channel Islands, and the Isle of Man), there are minimal taxes on
holding company activities. In addition, there is no withholding tax on
dividends and term payments arising from assets held in these countries.
The Bahamas and Bermuda have not concluded any double-taxation
agreements with any other countries, while the Isle of Man, Jersey, and
Guernsey have limited tax agreements with the United Kingdom. To
receive the tax-haven benefits in a Channel Islands company or Isle
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of Man company, the company must be a nonresident company; that
is, management and control cannot be in the Channel Islands or Isle
of Man.
The United States will levy a 30-percent withholding tax on divi
dends and certain other passive income paid to holding companies in
nontreaty countries. There are many investments in portfolio assets that
are not taxed, such as capital gains on non-real estate assets and certain
portfolio interest.

4

Comparative Tax
Systems
Taxes are the primary means through which most of the more than 200
countries in the world raise revenues. These taxes may be imposed on
income, wages, property, or goods and services. An individual or entity
investing or taking up residence abroad should consider the tax aspects
of such a decision from both the U.S. perspective and the host country
perspective. In particular, the interaction between the U.S. and host
country tax systems should be investigated. This would include any
treaty provisions and the elimination of double taxation through a tax
credit or exemption.
The objective of this chapter is to present a broad overview of the
tax systems of selected foreign countries. The countries discussed are
Brazil, Canada, France, Germany, Italy, Japan, Mexico, the Netherlands,
and the United Kingdom. These countries are those that have attracted
the majority of U.S. investment abroad.1 A detailed analysis of each

1Sarah E. Nutter, “Statistics of Income Studies of International Income and Taxes,"
Statistics of Income Bulletin (Winter 1993-1994): 11.
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country’s tax system is beyond the scope of this study.2 Due to the
dynamic nature of tax systems, the information presented with respect
to each country’s tax structure may have changed since this study’s publi
cation date.

Overview of Foreign Tax Systems
The great majority of developed countries raise revenues through a com
bination of tax regimes. Almost every country imposes a tax on income
earned by individuals and corporations. Differences between countries
arise with respect to (1) the rates applied to such income, (2) the types of
income exempt from tax, (3) the deductions allowed to reduce income
subject to tax, (4) the tax credits allowed to reduce the gross tax liability,
(5) the treatment of the family for filing and reporting purposes, and
(6) the extent to which corporate income is subject to an individuallevel tax when earned or distributed. Income taxes are the primary
source of tax revenues for most developed countries.
In addition to income taxes, governments collect revenues through
the imposition of social security taxes, property taxes (including the tax
on the transfer of property through bequest or gift), payroll taxes, and
taxes on goods and services (primarily excise taxes and value-added
taxes). Value-added taxes raise a significant portion of federal revenues
in many countries, most notably in Europe, Canada, and Japan. The
United States does not currently have a value-added tax, although it
continues to be discussed as an alternative source of revenue along with
other consumption taxes.3

2For more detailed analyses, see Joseph A. Pechman, ed., Comparative Tax Systems:
Europe, Canada, and Japan (Tax Analysts, 1987); Ernst & Young, Personal Taxation:
A Worldwide Guide, rev. ed. (Ernst & Young, 1994); Ernst & Young, Corporate Taxation:
A Worldwide Guide, rev. ed. (Ernst & Young, 1994); Coopers & Lybrand, International
Tax Summaries (New York: John Wiley Sons, 1995); Price Waterhouse, Doing Business
in . . . .(series); Joint Committee on Taxation, Comparison of the Tax Systems of the United
States, the United Kingdom, Germany, and Japan (JC S-13-92), July 20, 1992.
3U.S. Treasury Department, Tax Reform for Fairness, Simplicity, and Economic Growth, Vol. 3,
Value-Added Tax (Washington, D.C.: Government Printing Office, 1984); Joint
Committee on Taxation, Factors Affecting the International Competitiveness of the United
States (JCS-6-91), May 30, 1991, 269-341; Tax Executives Institute, Value-Added Taxes:
A Comparative Analysis (Washington, D.C.: Tax Executives Institute, 1992).
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The relative tax revenues raised through the imposition of the vari
ous taxes for countries belonging to the Organization for Economic
Cooperation and Development (OECD) are presented in table 4.1.
Table 4.1
Distribution of Tax Revenues as a Percentage of Total Tax Revenues
OECD Countries, 1990
Country

A ustralia
A ustria
Belgium
C an ada
Denm ark
Finland
France
Germ any
G reece
Ireland
Italy
Japan
Luxem bourg
N etherlands
N ew Zealand
Norway
Portugal
Spain
Sweden
Switzerland
Turkey
U nited Kingdom
U nited States

Individual Corporate Social
Goods and
Income
Income Security Payroll Property1 Services2 Other

43.2
21.2
3 0 .7

40.8
52.7
46.8
11.8
27.4
14.5
31.9
26.3
26.8
24.1
24.7
46.5
25.9
16
21.8
37.9
34.6
26.8
28.4
35.8

13.9
3.3
6.4
6.8
3.3
5.5
5.4
4.7
5.6
5
10
21.5
16.2
7.6
6.5
8.9
7.4
8.8
3.1
6.5
6.7
11
7.3

__

32.9
34.7
14.2
3.1
7.4
44.2
36.8
28.4
14.8
32.9
29.2
27.7
37.3
—
26.2
27.6
35.4
27.6
32.8
19.7
17.5
29.5

6.1
6.0
—
—

0.6
—

1.9
—

0.7
1.3
0.3
—
—

—
1.8
—
—
—
3.2
—

—
—
—

8.9
2 .7

2.6
9.0
4.2
2.8
5.2
3.3
4.8
4.7
2.3
9
8.5
3.7
6.2
2.9
2.4
5.5
3.5
7.8
2.3
8.4
10.8

27.8
31.5
25.3
27.4
33.4
37.3
28.2
27.4
45.7
42.3
28
13.2
23.5
26.4
33.7
35.4
44
28.3
24.6
18.3
27.9
30.4
16.5

__

1.3
—

1.2
0.2
0.2
3.3
0.4
—
—
—

0.2
—
0.3
—

0.9
0.6
—
0.2
—

16.7
4.3
—

1Includes estate and gift taxes
2Includes excise taxes and value-added taxes
Source: Revenue Statistics of OECD Member Countries 1965-1991 (Organization for Economic
Cooperation and Development, 1992).

Income Tax Systems
Residence

U.S. persons (individuals and corporations) investing or taking up resi
dence abroad will, in almost every case, be subject to tax by the foreign
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country on income earned in the foreign country and income earned
while the person is a resident of the foreign country. The extent to which
income is taxed will depend on the foreign country’s system of taxation
(worldwide or territorial), the source and type of the income, and the
U.S. person’s tax status (resident or nonresident) with respect to the
foreign country.
Under a worldwide system of taxation, a resident is subject to taxa
tion on his or her income from all sources. The United States uses a
worldwide system of taxation, as do most developed countries. Under
a territorial system, a tax is imposed only on income sourced in (earned
within) the country. Nonresidents are generally only taxed on income
sourced in the country.
The definition of a resident differs from country to country. For U.S.
tax purposes, a resident includes an alien individual who is lawfully
admitted for permanent residence (green card test) or who is present in
the United States for a prescribed number of days over a three-year
period (substantial presence test) (section 7701(b)).4 In the case of a cor
poration, the United States looks to the country of incorporation to
determine its tax status.
Brazil. Brazil taxes its residents on their worldwide income. Nonresidents

are subject to tax on their Brazilian-source income only. A nonresident
individual will be considered a resident after twelve months in the coun
try. A corporation is considered a resident if it is incorporated in Brazil
and has its head office located there.
Canada. Canada taxes its residents on their worldwide income.

Provincial taxes may also be imposed on income earned in a province or
earned by a resident of such province. Nonresidents are subject to tax
only on income from carrying on a trade or business or providing services
in Canada. A capital gains tax is also levied on dispositions of Canadian
property. A nonresident is treated as a resident if he or she resides in
Canada for 183 days or more in a calendar year. A corporation formed in
Canada is considered a resident. Corporations formed outside Canada
may be treated as residents if their central management and control are
exercised in Canada.

4See chapter 19 for more details.

Comparative Tax Systems

43

France. France taxes resident individuals on their worldwide income. Non-

resident individuals and corporations are taxed only on income sourced
within France. Resident corporations are only taxed on net profits earned
in France or its territories (for example, Corsica). A corporation is con
sidered a resident if it is incorporated in France or if it has its registered
establishment there. An individual is considered a resident if his or her
tax home, principal business or professional activity, or center of economic
interests is in France.
Germany. Germany taxes its residents on their worldwide income.

Nonresidents are taxed only on their German-source income. An indi
vidual is a resident if he or she has a permanent residence in Germany or
is physically present there for more than six months in any calendar year
or for at least six consecutive months over two calendar years. A corpo
ration is considered a German resident if it has its legal seat in Germany
or if its central management is located there.
Italy. Italy taxes its residents on their worldwide income. Nonresidents
are taxed only on their Italian-source income. An individual is consid
ered a resident if he or she is registered with the General Registry Office
of the resident population or has a habitual abode within Italy for the
greater part of the taxable year. A corporation is an Italian resident if it is
incorporated in Italy, has its legal or administrative headquarters in Italy,
or conducts its principal activity in Italy.
Japan. Japan taxes its residents on their worldwide income. Non

residents are taxed only on their Japanese-source income. An individual
is a resident if he or she has a domicile in Japan or has resided in Japan
for one year or more. A corporation is a resident of Japan only if it is
incorporated in Japan.
Mexico. Mexico employs a worldwide system of taxation for its residents.
Nonresidents are only taxed on Mexican-source income. An individual
is considered a Mexican resident if he or she has established a tax home
in Mexico and has lived there for more than 183 days in any year. A cor
poration is considered a resident if it is established under Mexican law or
if its sole administrator or board of directors is in Mexico.
Netherlands. The Netherlands employs a worldwide system of taxation

in principle. Resident individuals are taxed on their worldwide income.
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Nonresident individuals are taxed on Dutch-sourced wages, business and
real estate profits, interest, dividends, and social insurance payments.
A Dutch holding company is exempt from taxation on dividends and
capital gains derived from a participation in the share capital of another
company. To be eligible for this participation exemption, the shareholder
must hold 5 percent or more of the par value of the stock for each day of
the corporation’s book year. With respect to a foreign corporation, the
shares must not be held as a portfolio investment and the foreign corpo
ration must be subject to a profits tax in its country of residence. This
exemption results in a de facto territorial system with respect to
corporations. Nonresident corporations are taxed only on certain income
(business and real estate profits) sourced within the Netherlands. A cor
poration’s residence is determined on the basis of facts and circum
stances. Resident corporations include those incorporated under Dutch
civil law and those corporations that are effectively managed and con
trolled within the Netherlands.
United Kingdom. The United Kingdom taxes its residents on their world
wide income. Nonresidents and U.K. citizens not domiciled in the
United Kingdom are taxed only on their U.K.-sourced income. An indi
vidual is treated as a resident if he or she is in the United Kingdom for
183 days or more during the year or averages 91 days or more a year over
four tax years. A person intending to live in the United Kingdom perma
nently or to remain there for at least three years is considered a resident
from the outset. A corporation is a U.K. resident if it is incorporated in
the United Kingdom or its central management and control is located
in the United Kingdom.

Dividends and interest

Under the U.S. system of taxation, corporate income is subjected to a
two-tier tax. Income is taxed when it is earned by the corporation, and
any net profits distributed as a dividend to the individual shareholders
are taxed as income at the shareholder level. When the shareholder is
another corporation, this system of double taxation is mitigated by allow
ing the shareholder corporation a dividends-received deduction. The
United States is one of the few developed countries that uses a twotier tax system with respect to corporate income. The two-tier system
has been subject to criticism, most notably because it favors debt financ
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ing over equity financing and it encourages the retention of corpo
rate earnings.5
Most developed countries use an imputation system, under which
shareholders are provided a credit for all or a part of the corporate-level
tax paid on distributed earnings. Under this shareholder-credit system,
the shareholder grosses up the actual dividend received by the amount of
the credit and includes the grossed-up amount in income. An alternative
to the shareholder-credit system would be to exempt dividend income
from individual-level taxation or to allow the distributing corporation a
deduction for dividends paid. The dividends-paid deduction was pro
posed in recent U.S. tax legislation but was not enacted.
Dividends and interest paid to nonresident shareholders are subject
to withholding tax. The withholding rates currently in effect are listed
in table 4.2.
Table 4.2
Withholding Tax Rate on Dividends and interest Paid by
U.S. Persons to Nonresident Persons
Country

Brazil
C an ad a
France
Germ any
Italy
Japan
M exico
N etherlands
U n ited Kingdom

Dividends

Interest

(% )

(% )

30
10/15*
5 /1 5 *
5 /1 5 *
5/10/15*
10/15*
5/15
5 /1 5 *
5 /1 5 *

30
15
0
0
15
10
15
0
0

*Varies based on voting stock requirements (the lower-rates are for payments by U.S. subsidiaries to
foreign parent corporations).

Brazil. Corporations are required to withhold tax on behalf of their
shareholders in an amount equal to 15 percent of profits paid to its resi
dent shareholders. Dividends received by corporate shareholders that are
5Joint Committee on Taxation, Tax Reform Proposals: Corporate Taxation (JC S-40-85)
(Washington, D.C.: Government Printing Office, 1985), 6 -3 2 ; U .S. Treasury
Department, Integration of the Individual and Corporate Tax Systems (Washington, D.C.:
Government Printing Office, 1991).
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residents of Brazil are not included in corporate income. If the shareholder is a nonresident corporation or individual, a 15-percent
withholding tax also is imposed on the distribution.
Canada. Dividends received by Canadian public corporations are tax-

exempt. Dividends received by private holding corporations are subject
to a 25-percent tax at the time of receipt. The corporation receives a
credit of $1 for every $4 paid to its individual shareholders. Individuals
include dividends from a Canadian corporation in gross income in an
amount equal to 125 percent of the amount actually received. The indi
vidual then receives a credit against federal and provincial tax equal to
approximately 25 percent of the cash received.
France. Cash dividends received by resident individual shareholders and

certain nonresident shareholders are eligible for a 50-percent tax credit
(avoir fiscal), computed as follows:
Taxable income o f distributing corporation
Corporate income tax (at 3 3 ⅓ percent)

$100
33

Dividend paid to shareholder
Gross-up for 50 percent of corporate-level
tax (av o ir fiscal)

$ 67

Dividend included in income

$ 83

Personal income tax (assumes a 40-percent rate)
Less: tax credit

$ 33
16

N et personal income tax due

$ 17

16

If the income distributed does not bear a tax at 33 ⅓ percent (for exam
ple, foreign-source income, capital gains, or dividends received from a
10-percent owned subsidiary) or is paid out of profits earned more than
five years before the distribution, an equalization tax (précompte mobilier) of
33⅓ percent of the dividend paid is imposed on the distributing corpora
tion. This equalization tax is eligible for the shareholder credit (avoir
fiscal). French parent corporations (corporations incorporated in France
that own at least 10 percent of the issued share capital of the distributing
corporation) receive a deduction from income for the dividends received
from a French or foreign subsidiary. Under the E.C. Parent-Subsidiary
directive, 95 percent of dividends received from a 25-percent-or-more
owned subsidiary resident in the European Community are exempt from
the corporate income tax.
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Germany. Germany imposes a 25-percent withholding tax on dividends.
This withholding tax is fully refundable to resident shareholders.
Resident corporate and individual shareholders also receive a full share
holder credit for corporate taxes paid on distributed profits, computed
as follows:
Taxable income o f distributing corporation
Corporate income tax (at 30 percent)

$100

Dividend paid to shareholder (ignoring W /H )
Gross-up for 100 percent o f corporate-level tax

$ 70
30

Dividend included in income

$100

Personal income tax (assume a 53-percent rate)
Less: tax credit

$ 53
30

N et personal income tax due

$ 23

30

A corporate rate of 45 percent is applied to undistributed profits.
Dividends paid by 25-percent-or-more owned subsidiaries resident in the
European Community are eligible for the 95-percent exclusion under the
E.C. Parent-Subsidiary directive.
Italy. Resident corporate and individual shareholders receive a full share
holder credit for corporate taxes paid on distributed profits, similar to the
system used in Germany. A balancing tax (imposta di conguaglio) of 56.25
percent is imposed on the distributing corporation on income distributed
to shareholders in excess of 64 percent of the income declared for pur
poses of computing the corporate income tax. This tax is eligible for the
shareholder credit. Dividends received from 25-percent-or-more owned
EC subsidiaries are eligible for the 95-percent exclusion under the E.C.
Parent-Subsidiary directive.
Japan. One hundred percent of dividends received by a resident corpo

rate shareholder from a 25-percent-or-more owned Japanese corporation
are deducted from income. The deduction is limited to 80 percent of
dividends received from less than 25-percent owned Japanese corpora
tions. Dividends distributed by a resident corporation are subject to a
20-percent withholding tax. Resident individual shareholders may apply
the withholding tax along with a partial shareholder credit (10 percent
of the dividend received) against tax due on the dividend received.
Mexico. Mexico uses an integrated tax system for corporations and their
shareholders. Dividends are exempt from a shareholder-level tax and are
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not subject to a withholding tax. Distributions in excess of the net taxable
income account are subject to a 34-percent corporate-level tax.
Netherlands. Resident individual shareholders include dividends in their

taxable income. Dividends received from Netherlands companies are
exempt up to a specified amount (Gld. 1,000 per year). Resident corpora
tions that qualify for a participation exemption with respect to a corporate
shareholding (this requires a 5-percent-or-more ownership in
a corporation’s paid-up capital) are exempt from taxation on dividends
received from such qualifying shareholdings.
United Kingdom. Distributions from a resident corporation received by a
resident corporate shareholder (referred to as franked investment income)
are excluded from corporate taxable income. A corporation making a
distribution to a resident individual shareholder must pay
an advance corporate tax (ACT) of 25 percent of the distribution.
This A C T is offset against the corporate tax liability for the period in
which the distribution is made. The individual shareholder adds the
A C T back to the dividend received and receives a shareholder credit for
the A C T amount. The treaty between the United States and the United
Kingdom provides a full A C T refund to U.S. shareholders of a U.K. cor
poration who are individuals and less-than-10-percent corporate
shareholders. Corporate shareholders that own 10 percent or more of the
U.K. corporation receive an A C T refund of one-half of the A C T
amount. The computation of the individual shareholder credit with the
A C T is as follows;
Taxable income o f distributing corporation
Corporate income tax before the A C T
credit (at 33 percent)
Dividend paid
A C T (25/75)

$100.00

Dividend included in individual income

$ 83.75

Personal income tax (assumes a 40-percent rate)
Less: A C T credit
N et personal income tax due

$ 33.50
16.75
$ 16.75

Corporate tax
Less: A C T credit
N et corporate tax

$ 33.00
16.75
$ 16.25

33.00
$ 67.00
16.75
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Capital Gains and Losses

Most developed countries provide some type of preferential tax treat
ment on capital gains. This treatment may take the form of reduced tax
rates, an exemption from income, or indexation of the basis of the asset
sold. The definition of a capital asset differs between countries, as do the
required holding periods. A summary of the tax treatment provided capi
tal gains by the selected countries is provided in tables 4.3 and 4.4.
Depreciation

Almost all developed countries allow as a deduction in the computation
of taxable income an allowance for the depreciation of capital assets used
in the production of income. Differences between countries arise with
respect to the method of depreciation allowed (for example, straight-line
or declining balance), the useful life of the assets, and the deprecia
tion base.
Brazil. Depreciation of fixed assets is based on the useful life of various
classes of assets. General rates of depreciation are as follows: 4 percent for
buildings, 10 percent for machinery and equipment, and 20 percent for
computers and vehicles. Increased depreciation is allowed for machinery
and equipment used in more than one shift per working day.
Canada. A capital cost allowance (CCA) is permitted with respect to

broad classes of assets using a declining balance method. General rates of
depreciation are as follows: 4 percent for buildings, 20 percent for furni
ture and fixtures, 25 percent for manufacturing and processing
equipment, and 30 percent for automobiles and computer software.
Special allowances are made for specific industries.
France. Depreciation using either a straight-line or declining balance

method is allowed over the asset’s useful life. General rates of deprecia
tion are as follows: 4-5 percent for buildings, 10-20 percent for
machinery and equipment, and 20-25 percent for automobiles. Under
the declining balance method, the straight-line rate is multiplied by a
coefficient that corresponds to the asset’s useful life (1.5 if 3 or 4 years,
2 if 5 or 6 years, and 2.5 if more than 6 years). The declining balance
method is not allowed if the asset’s useful life is less than three years.

50

None

Immovables: two
years; movables:
one year

Immovables: two
years; movables:
six months
None

Long term: 5 years

None
N/A

None

Canada

France

Germany

Japan

Mexico
Netherlands

United Kingdom

Italy

None

Brazil

Country

Long-Term/
Short-Term
Distinction

Basis and threshold
adjusted

Basis adjusted
N/A

None

None

None

Threshold adjusted

None

Basis adjusted

Inflation
Adjustment

£5,800

None
N/A

¥500,000

None

DM 1,000

FF 6,600

Lifetime threshold of
C$100,000

None

Annual
Threshold

Generally can only
offset gains; indefinite
carryforward

Excess deducted
over 5 years
Generally can offset
other income; oneyear carryback; threeyear carryforward
Can only offset gains
N/A

None; except for loss
on securities, which
can offset gains on
securities (five-year
carryforward)
Can only offset gains;
no carryforward

Can only offset gains;
three-year carryback;
indefinite carryforward

Can only offset gains

Treatment
of Losses

Generally exempt

N/A
N/A

Liability deferred

Excess

Exempt

50% of gain taxed as
income; liability
deferred for transfers
to spouse
Exempt

—

Treatment
Upon Death

Structure of Capital Gains Tax for Individuals in Various Countries

Table 4.3

—
Nearly all gains
are exempt.
—

Most gains are
taxable.
—

—

Gains can be
averaged over
several years.

Assets of “low
value” (10,000
BTN) are exempt.
Gains can be
averaged over
several years.

Other

51

100% of gains taxed
as income
75 percent of gains
taxed as income.
75 percent of losses
can be carried back
and forward.
Exempt when sales
price is less than
FF 325,800; excess
gains taxed at
19.4% rate
Short-term: 100%
of gains taxed as
income; long-term:
exempt
100% of gain taxed
at reduced rates
100% of gains taxed
at 20% rate

Brazil

Exempt
100% of gains taxed
at 30% rate

Netherlands
United Kingdom

—

Taxable

Mexico

Japan

Italy

Germany

France

Canada

Stocks

Country

Exempt if
widely-held
Exempt
Government and
some others
are exempt; all
others taxed.

100% of gain taxed
at reduced rates
100% of gains taxed
at 20% rate

100% of gains taxed
as income
75 percent of gains
taxed as income.
75 percent of losses
can be carried back
and forward.
Exempt when sales
price is less than
FF 325,800; excess
gains taxed at
19.4% rate
Exempt

Bonds

Exempt
Generally exempt

Taxable

Exempt for gains of
less than ¥30 million

Short-term: 100%
of gains taxed as
income; long-term:
exempt
Exempt

Exempt

Exempt if owned for
at least five years
Exempt

Residence

Principal

Exempt
Generally exempt

Taxable rate; longterm: generally
20% rate
Exempt

Exempt

Exempt

Exempt

Exempt

—

Life Insurance

Exempt
100% of gains taxed

Taxable

100% of gain taxed
at reduced rates
Short-term:
generally 40%

100% of gains taxed
as income
75 percent of gains
taxed as income.
75 percent of losses
can be carried back
and forward.
Short-term: 100%
of gains taxed as
income; long-term:
reduced value treated
as income
Short-term:100%
of gains taxed as
income

Immovables

Treatment of Different Types of Assets Under Capital Gains Tax

Table 4.4

Exempt
Exemption of £5,800

Taxable

Short-term: 100%
of gains taxed as
income; long-term:
exempt
100% of gain taxed
at reduced rates
Generally exempt

Exemption of
FF 20,000

100% of gains taxed
as income
Exemption of
C$1,000

Chattels
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Germany. Depreciation is allowed using either a straight-line or declining
balance method. Declining balance rates are limited to the lower of 30
percent or 300 percent of straight line. Useful lives are published by the
Ministry of Finance. Buildings are generally depreciated over fifty years.
Office and factory buildings constructed after 1984 may be depreciated
over twenty-five years. Full write-offs are allowed for some assets, and addi
tional allowances are provided for assets that protect the environment.
Italy. Depreciation is generally allowed using the straight-line method
only. Additional depreciation may be claimed during the first three years
of an asset’s useful life. Accelerated depreciation is allowed for high-use
assets. Depreciation may be deferred by newly formed corporations until
the first year in which revenues are received. Purchased goodwill may be
amortized at rates up to 20 percent.
Japan. Depreciation is allowed using a straight-line or declining balance

method and is applied to 95 percent of the asset’s cost. Intangible assets
must be amortized using a straight-line method. Useful lives are pub
lished by the Minister of Finance. A corporation can forgo depreciation
in a loss year.
Mexico. Assets must be depreciated using a straight-line method. For
assets placed in service after 1987, the historical acquisition cost of each
asset is indexed for inflation. General rates of depreciation are as follows:
5 percent for buildings, 10 percent for manufacturing and processing
equipment, 25 percent for automobiles, and 25 percent for computers.
Taxpayers can elect to deduct the present value of the entire allowable
depreciation in the year of acquisition. This rule applies only to new
fixed assets.
Netherlands. Depreciation is allowed using either a straight-line or
declining balance method over the asset’s useful life. Useful life is deter
mined based on industry experience (that is, facts and circumstances).
Depreciable basis is computed taking into account residual value.
General depreciable lives are as follows: thirty-three to fifty years for
buildings, five to ten years for plant and machinery, three to ten years for
office equipment, and three to five years for vehicles. Goodwill and other
intangibles can be amortized over five years.
United Kingdom. Writing-down allowances are provided for tangible and

intangible assets. First-year allowances are allowed for certain assets, up
to 100 percent of cost. A writing-down allowance of 25 percent of the
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remaining balance is allowed for most capital expenditures (applied on
a declining-balance basis). A writing-down allowance of 4 percent is
allowed for industrial buildings.

Net Operating Losses
Almost all developed countries provide for the carryforward and, in some
cases, the carryback of a net operating loss. Differences arise with respect
to the length of the carryover period and the types of losses that may be
carried over. A summary of the net operating loss tax treatment provided
by selected countries is provided in table 4.5.
Table 4.5
Treatment of Corporate Net Operating Losses
NOL Treatment

Country

Brazil

Four-year carryforward

C an ada
France

Three-year carryback; seven-year carryforward
Five-year carryforward (indefinite carryforward if N O L is
due to depreciation)

Germ any

Two-year carryback (first DM 10 m illion is optional);
unlim ited carryforward

Italy
Japan

Five-year carryforward
O ne-year carryback; five-year carryforward

M exico

Five-year carryforward (may be increased to ten)
(losses indexed when used in subsequent periods)

N etherlands

Three-year carryback; eight-year carryforward
(losses incurred in the first six years o f operation may
be carried forward indefinitely)

U nited Kingdom

Three-year carryback; indefinite carryforward for profits
incurred in the same trade

Other Tax Incentives
The following summarizes other tax incentives for each of the selected
countries.
Brazil. The Brazilian government, through its industrial developments
council (GDI), offers exemptions and tax reductions for the importation
of plant and equipment for specific industrial projects. In addition,
special tax incentives are provided to encourage capital investment in
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the Sudene (northeast) and Sudam (Amazon) regions. Corporations
established in these regions may be exempt from income tax for a period
of ten years.
Canada. An investment credit is allowed with respect to purchases of

certain property. Scientific research corporations may deduct 100 percent
of current expenses and capital expenditures for scientific research. The
Canadian government provides grants, loans, and technical assistance
for industries that foster new-product development, technological
advancement, and the creation of jobs.
France. Research and development credits are allowed in an amount
equal to 50 percent of the increase in inflation-adjusted research and
development spending. A ten-year corporate tax holiday is available for
investments in certain depressed areas. The French government provides
loans and grants for various projects, including investment in under
industrialized areas.
Germany. Tax incentives in the form of loans, grants, and special depre

ciation allowances are provided for the establishment of new plants or
the modernization of existing plants.
Italy. Research and development costs may be deducted in the year

incurred. Tax incentives are provided to companies located in southern
Italy (Mezzogiomo area). These include a 100-percent corporate income
tax exemption (IRPEG), and a local tax exemption (ILOR) on the
income of manufacturing plants for a ten-year period.
Japan. Tax incentives are provided primarily to Japanese majority-owned

companies. These incentives are generally limited to specific industries
and take the form of low-interest long-term loans and tax reductions.
Mexico. Tax credits are available for investment in buildings, machinery,

and equipment in counties located outside the major metropolitan areas.
Free-trade zones have been established in certain areas (for example,
Baja), which allow free import duties on machinery, equipment, and spare
parts. This exemption also applies to inbound assembly and processing
plants (for example, clothing and electronics) that are established in
various areas.
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Netherlands. An investment deduction is allowed on certain new invest

ments. The Dutch government offers numerous grants and assistance to
finance new industrial buildings and the expansion of existing facilities.
United Kingdom. The British government offers many grant and loan
programs to attract investment to high-unemployment areas. Enterprise
zones have been established in England, Northern Ireland, Wales, and
Scotland to encourage economic investment in urban areas.

Tax Rates

The most significant changes in the tax systems of developed countries
in recent years have been made in the individual and corporate rate
structures. Many of the changes resulted from the reduction in rates
made by the United States in the Tax Reform Act of 1986. Most devel
oped countries apply a progressive tax rate structure to individuals (that
is, the rate of tax increases as income increases) and a flat-rate tax to
corporate income. As discussed previously, most developed countries use
some form of imputation system to provide shareholders with a full or
partial credit for corporate taxes paid on distributed income.
Brazil. Brazil imposes rates from 15 percent to 35 percent on individual
taxable income. Corporate taxable income is taxed at 26.25 percent, to
which an additional company tax of 10.5 percent is added.
Canada. Individual taxable income is taxed at rates of 17, 26, and 29 per

cent. Provincial taxes ranging from 45.5 percent to 69 percent of the
federal tax are added to the individual tax liability. Corporate taxable
income is taxed at a rate of 38 percent (less abatements that reduce the
maximum rate to 28.84 percent), to which a provincial tax ranging from
8.9 to 16.5 percent is added.
France. France imposes a very progressive tax rate structure on indi

vidual taxable income. Income is segregated into thirteen brackets
(including a zero-rate bracket), with the highest marginal tax rate being
56.8 percent. Corporations are taxed at a rate of 33 ⅓ percent.
Germany. Individual taxpayers are taxed at rates ranging from 26 percent

to 53 percent. An 8- or 9-percent church tax may also be added.
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Corporations are taxed at 45 percent on undistributed income and 30
percent on distributed income.
Italy. Italy taxes individuals by using a progressive rate structure ranging

from 10 percent to 51 percent. Taxable income is divided into seven rate
brackets. Corporate income is taxed at 36 percent (IRPEG), to which
a local income tax (ILOR) of 16.2 percent is added.
Japan. Individual income is divided into five rate brackets and subject

to tax at rates of 10 percent to 50 percent. Individuals are also subject
to local inhabitant taxes, which can increase the top marginal rate to
approximately 65 percent. Corporations with paid-in capital in excess
of ¥100 million are taxed at a flat rate of 37.5 percent. A reduced rate of
28 percent is applied to the first ¥8 million of taxable income for smaller
corporations.
Mexico. Mexico taxes individual taxable income using progressive rates

of 3 percent to 35 percent. Corporate income is taxed at a flat rate of
34 percent. Reduced corporate rates are granted to book publishers, agri
culture, cattle, forestry, and fishing.
Netherlands. Resident individual taxpayers are subject to rates of 13 per
cent, 50 percent, and 60 percent. The income subject to the 13-percent
rate is also subject to a national insurance premium of 25.4 percent
(under age 65) or 7.5 percent (age 65 or over). Nonresidents are taxed
at 25 percent, 50 percent, and 60 percent. Corporate income is taxed at
40 percent and 35 percent.
United Kingdom. Individuals are taxed at rates of 20 percent, 25 percent,
and 40 percent. Corporate income is taxed at a flat rate of 33 percent (25
percent for small corporations).

Treatment of the Family

The establishment of different filing statuses (for example, single, married
filing jointly, married filing separately, head of household, and qualifying
widow or widower) for individual taxpayers is rather unique
to the United States. Most developed countries require each individual
to file a separate tax return and use a uniform rate structure.
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Brazil. Income tax is computed and paid on a monthly basis and on an

individual basis. A standard deduction is allowed for dependents, up to
a maximum of five dependents.
Canada. The taxpaying unit in Canada is the individual. Personal tax

credits can be claimed for the taxpayer and bis or her dependent spouse.
A monthly nontaxable child benefit payment is available for depen
dent children.
France. The incomes of a married couple and unmarried children under

age 18 are aggregated for tax-computation purposes. The income total is
divided by a specific income splitting coefficient (depending on marital
status and number of dependents), and the income tax table is applied to
the resulting number. The tax is then multiplied by the coefficient to
determine the total tax due. Unmarried children age 18 or older are taxed
separately unless they meet certain criteria (for example, a student under
age 25), in which case they may continue to file with their parent(s).
Germany. Married couples may elect to be taxed on their separate incomes

or combine their incomes and split the total between them. A tax is then
computed on the split income and multiplied by two to determine the
total tax due. An income allowance is provided for each child, and a
household exemption for each child is provided to unmarried persons.
Italy. Individual income tax is determined on a separate-taxpayer basis.
Income splitting is not permitted for married couples except in the case
of a family business. Married couples may file a joint tax return or sepa
rate returns, although the filing of a joint tax return is for convenience
and does not change the amount of tax due.
Japan. The taxable unit in Japan is the individual. However, the total

property income of the family (for example, interest, dividends, and
rents) is combined and subject to the progressive rate structure. A per
sonal basic deduction can be subtracted from income for the taxpayer
and each dependent family member.
Mexico. The individual income tax is applied on a separate-person basis.

No allowances or exemptions are provided for family members.
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Netherlands. Individuals are taxed on their own separate income. The

investment income of minors is included in the income of their parents.
Additional exemptions are provided depending on personal circum
stances (for example, a one-earner exemption, a one-parent exemption,
and a labor exemption).
United Kingdom. A married couple is taxed as separate individuals. Each
person is given a separate tax allowance. In addition, the couple is given
a married couple’s allowance, which is initially given to the husband.
Any unused portion is deductible by the spouse. Income from jointly
held assets is split between the couple.

Value-Added Taxes
The majority of developed countries raise additional tax revenues
through the imposition of a value-added tax (VAT). In its most basic
form, a VAT has been defined as a “multistage sales tax that is collected
at each stage or point in the production and distribution process.”6 In the
case of a manufactured product, the value added is the difference between
the retail price of the product and the nonlabor costs of production. One
important issue in the development of a VAT is the treatment of capital
expenditures. Under the consumption-type VAT, which is used in
Europe, capital expenditures are fully deductible in computing a firm’s
value added.7
Alternative Methods of VAT Calculation
Tax-Credit Method. Under the tax-credit method of VAT calculation,

which is the method most frequently used, a tax is computed on every
transaction. The VAT rate is applied to the sale or service price charged
by the firm, and the tax is printed on the sales or purchase invoice. At
the end of each reporting period, the firm computes its tax liability by*
6U.S. Treasury Department, Tax Reform for Fairness, Simplicity, and Economic Growth, Vol. 3,
Value-Added Tax, 5.
7For more detailed studies on the VAT, see U.S. Treasury Department, Tax Reform for
Fairness, Simplicity, and Economic Growth, Vol. 3, Value-Added Tax; U.S. General
Accounting Office, Tax-Credit and Subtraction Methods of Calculating a Value-Added Tax
(Washington, D.C.: GAO, 1989); American Institute of Certified Public Accountants,
Design Issues in a Credit Method Value-Added Tax for the United States (New York: AICPA,
1990); Joint Committee on Taxation, Factors Affecting the International Competitiveness of
the United States (JCS-6-91), May 30, 1991, 269-341; Tax Executives Institute, ValueAdded Taxes: A Comparative Analysis (Washington, D.C.: Tax Executives Institute, 1992).
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adding up the VAT collected on its sales and subtracting the total tax
paid on its purchases from other firms. This method requires the firm to
calculate the tax on every transaction and to keep a record (invoice) of
each item sold. The tax-credit method has the advantage of flexibility;
that is, specific items can he exempted from VAT or multiple rates
(including a zero rate) can be imposed on different stages in the process.
E xam ple 4 .1 . A tree farmer harvests ash trees and sells them to a bat maker.
T he sales price is $18, to which a VAT o f $2 is added. T h e bat maker makes
a baseball bat and sells it to a retailer for $63, to which is added a V AT o f $7
on the value added o f $45 ($63 — $18). T h e bat maker’s net V A T is $5,
after subtraction o f a $2 credit paid on the purchase o f the tree. T h e retailer
sells the bat to the final consumer for $72 and pays a VAT o f $8 on the value
added o f $9 ($72 — $63). T he retailer’s net V A T is $1 after subtracting
a credit o f $7 paid on the purchase o f the bat. T h e consumer’s final cost is
$80, which is the $72 retail price plus the VAT o f $8.8

Subtraction Method. Under the subtraction method, a firm computes its

VAT liability by subtracting from its sales its purchases from other firms
and applying the tax rate to the difference.
E xam ple 4 .2 . Assum e in exam ple 4.1 that a VAT o f 10 percent is applied to

each firm and the subtraction m ethod is used. T he V AT paid by each firm is
as follows:
Tree F arm e r

Sales
Purchases

$20
0

N et receipts
VAT

$20
$ 2

B a t M ak e r

Sales
Purchases

$70
20

N et receipts
VAT

$50
$ 5

Retailer

Sales
Purchases

$80
70

N et receipts
VAT

$10
$ 1

T he total VAT paid by the consumer is $8.
8This example is taken from U.S. General Accounting Office, Tax-Credit and Subtraction
Methods of Calculating a Value-Added Tax (Washington, D.C.: GAO, 1989), 13-16.
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Summary of Different VAT Systems
Brazil. A VAT is imposed by the federal government and each state. The
basic state rate is 18 percent and is imposed on imports and goods
shipped to a final consumer. A 25-percent rate is applied to superfluous
items such as arms, ammunition, and perfume. Exports of manufactured
goods are exempt. The federal VAT (IPI) is imposed on imports or when
products physically leave an industrial plant. The federal rate generally
ranges from 0 percent to 25 percent.
Canada. Canada imposes a 7-percent Goods and Services Tax (GST).
The G ST is imposed on services provided in Canada and goods delivered
or made available in Canada. Tax-exempt supplies include supplies deliv
ered outside Canada, rights to explore or exploit natural resources,
proceeds from the sale of a business, sports and gambling winnings, and
government grants. Tax-exempt supplies also include long-term residen
tial rents, health and dental services, day care, legal aid, education, and
domestic financial services. Exports of goods and services, basic food
stuffs, prescription drugs, and medical services are zero-rated.
France. France applies a standard rate of 18.6 percent times the retail
price of goods and services subject to a VAT. A reduced rate of 5.5 per
cent is imposed on certain food and dairy products, and a rate of
7 percent is imposed on hotel lodgings, theaters, zoos, medicines, and
books. Several transactions are exempt from VAT, including transactions
with social objectives, financial transactions, and activities of the liberal
professions (for example, medical and legal services, education, and
the arts).
Germany. The general VAT rate is 15 percent times the retail sales price.
A reduced rate of 7 percent is applied to food, books, journals, news
papers, and works of art. The following are exempt from VAT: medical
services, private schools, orchestras, museums, loan administration, and
all exports.
Italy. A VAT (IVA) is imposed on every transaction of goods and services
and is chargeable on the net invoice price. The standard rate is 19 per
cent. A rate of 4 percent is imposed on agriculture, fishery and food
products, books, and magazines. A rate of 9 percent is imposed on soap,
restaurant meals, hotel services, records, musical instruments, telephone
services, livestock, various foodstuffs, and broadcasting. Exports are not
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subject to VAT, nor are renting and leasing real estate, banking and
insurance, hospitals, or schools.
Japan. Japan imposes a consumption tax (similar to a subtraction-method

VAT) of 3 percent on a broad range of goods and services. Transactions
exempt from the tax include tuition fees, transfers of securities, transfers
and leases of land, medical treatment, and exports. Food
is taxable.
Mexico. Mexico imposes a general rate of 10 percent on most goods and
services and imports. Exempt transactions include sales of land, residen
tial construction, banking services, medical services, and some forms of
public entertainment. A zero-percent VAT applies to certain agricultural
products, listed basic foodstuffs, medicines, food products, and exports of
goods and listed services.
Netherlands. A VAT of 17.5 percent is imposed on the deliveries of
goods and services within the Netherlands and on imports of goods. A
lower rate of 6 percent applies to certain goods and services (for example,
foodstuffs, works of art, books, medicines, hotel lodgings, and restaurant
meals). A zero rate applies to exports and the purchase of seagoing ves
sels and aircraft used for international transportation.
United Kingdom. The United Kingdom imposes a standard rate of 17.5
percent on any supply of goods and services in the United Kingdom.
Certain items are zero-rated, including food, water, books, fuel and
power, construction, exports, and children’s clothing. Other items are
exempt from VAT, including land, insurance, postal services, betting,
finance, education, health services, and burial services. In addition, small
traders are exempt from VAT.

5

Source-of-Income Rules
The geographic source of a taxpayer’s gross income, as derived either
from within or outside the United States, may determine the extent to
which the taxpayer is subject to U.S. taxation on such income. In many
cases, income that is sourced outside the United States must be further
separated and identified as to specific foreign countries or U.S. posses
sions. Sections 861 through 865 and the accompanying regulations
contain the U.S. rules for identifying the source of gross income and also
for allocating related expenses to such gross income to compute taxable
income figures.
The sourcing rules are important to foreign corporations and nonres
ident aliens because they define the scope of U.S. taxation on their
income. In general, nonresident aliens (sections 871-879) and foreign
corporations (sections 881-884) are subject to U.S. taxation on fixed or
periodic income they derive from U.S. sources and on income generated
from an activity that is “effectively connected” with the conduct of a
U.S. trade or business. In addition, these persons may be subject to tax
under section 897 on the disposition of investments in U.S. property.
U.S. taxpayers (that is, citizens, resident aliens, U.S. corporations,
and fiduciaries) are subject to U.S. taxation on their worldwide income,
regardless of where it is earned. Upon first reflection, one might conclude
63
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that the U.S. sourcing rules are unimportant to this group. However, sec
tions 861 through 865 are relevant to U.S. taxpayers because they
determine the amount of foreign tax credit allowed as a reduction against
any U.S. tax imposed on foreign-source income. These rules also help
determine whether certain foreign-earned income is exempt from U.S.
tax (section 911) or eligible for a credit (section 936). U.S.-source
income, if paid by a U.S. person to a foreign person, may be subject to
U.S. withholding tax (sections 1441, 1442, 1445, and 1446). The situa
tions in which these sourcing rules affect the U.S. tax liability of a U.S.
taxpayer are discussed more fully below.

Relevance of U.S. Source-of-Incom e Rules
to U.S. Taxpayers
Foreign Tax Credit

Certain foreign taxes paid or accrued may be taken as credits against
U.S. tax liabilities, subject to certain limitations. In effect, the United
States cedes primary jurisdiction to foreign countries to tax U.S. persons
on income they earn in that country. The United States limits the
amount of the foreign tax that is creditable in any taxable year to the
total U.S. tax liability for the year times the ratio of foreign taxable
income to total taxable income (section 904(d)). Separate foreign tax
credit limitation calculations must be made for different categories (“bas
kets”) of foreign-source income. The larger the numerator of foreign
taxable income, the larger the maximum credit allowable. The numera
tor of the ratio must be determined following U.S. rules for sourcing
income and expenses as either domestic or foreign. One tax-planning
objective is to characterize as much gross income as foreign source (or as
many expenses as U.S. source) as possible, thereby increasing the previ
ously mentioned limitation.
Tax Concessions Allowed to Income From Specific
Foreign Countries and U.S. Possessions

Income derived from certain foreign countries is allowed tax concessions
under U.S. tax laws. These concessions take the form of either special
tax-reduction or tax-deferral privileges for U.S. taxpayers on income
from U.S. possessions or on income earned by residents of Puerto Rico
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(sections 931 and 936). The income must be properly identified with
these countries using U.S. sourcing rules to receive these tax concessions.
In the case of a controlled foreign corporation, subpart F income (the
income that is taxed currently to a U.S. shareholder) does not include any
item of income from sources within the United States that is effectively
connected with the conduct by such corporation of a trade or business within
the United States unless such item is exempt from taxation (or is subject
to a reduced rate of tax) pursuant to a treaty obligation of the United States.
Citizens or Residents Earning income Outside the United States

Section 911 allows U.S. citizens or residents who earn income from
services performed outside the United States to exclude such income
(up to certain limits) from U.S. taxable income. Section 912 permits
exemptions for certain overseas allowances for civilian officers and
employees of the U.S. government.
Employees of Domestic Subsidiaries Engaged in Business
Outside the United States

Section 407 allows employees (U.S. citizens) of domestic corporate sub
sidiaries that derive at least 95-percent of their gross income from sources
outside the United States (section 407(a)(2)(A)(ii)) and that meet
other prescribed requirements to be treated as employees of the domestic
parent corporation for purposes of the tax aspects of pension, profit-shar
ing, stock bonus, annuity, or bond purchase plans.
Dividends-Received Deduction

Section 245 provides that a domestic corporation receiving dividends
from a 10-percent-owned foreign corporation may take a dividendsreceived deduction (as allowed by section 243) on the U.S.-source
portion of the dividends. The U.S.-source portion of the dividend is
computed using the ratio of post-1986 undistributed U.S. earnings over
total post-1986 undistributed earnings.

Basic Structure of the Allocation Rules
Sections 861 through 863, section 864(e), section 865, and the related
regulations provide the U.S. rules for allocating income and expenses

66

U.S. Tax Aspects of Doing Business Abroad

from U.S. and foreign sources as well as from activities on continental
shelf areas as described in section 638.
Section 861— Income From Sources Within
the United States

Section 861(a) provides the rules for identifying eight classes of gross
income from within the United States. The classes of income are inter
est, dividends, personal services, rents and royalties, sale of real property,
sale of personal property, underwriting income, and social security bene
fits. Each class has individual criteria for source determination. Section
861(b) requires allocation of expenses, losses, and other deductions to
these items to convert gross income to a taxable income figure.
Section 862— Income From Sources Without
the United States

Section 862(a) provides the rules for identifying those same classes of
gross income from sources outside the United States as well as an addi
tional class from gains, profits, and income from the disposition of a U.S.
real property interest located in the Virgin Islands. Section 862(b) states
the rules for allocation of expenses, losses, and other deductions to the
above items to convert them to taxable income figures.
Section 863— Special Rules for Determining Source

Section 863(a) states that the criteria for allocating the source of other
classes of income (not covered by sections 861 and 862) are to be
provided by regulations. Some income (for example, services, manufac
turing, and sale of inventory) may be derived by a taxpayer as the result
of activities that occur both within and outside the United States.
Section 863(b) provides special rules for the manner of allocating such
income. Sections 863(c), (d), and (e) provide special sourcing rules for
certain transportation income, income from space and ocean activities,
and international communications income, respectively.
Section 864(e)— Rules for Allocating Interest and Certain
Other Expenses

Section 864(e) requires that interest expense and any other expense that is
not directly allocable and apportioned to any specific income-producing

Source-of-Income Rules

67

activity must be allocated and apportioned on the basis of assets. In addition,
such expenses must be allocated among members of an affiliated group as if
all members of the group were a single corporation (the one taxpayer rule).
Section 865— Source Rules for Personal Property Sales

Section 865 provides special sourcing rules for sales of personal property.
Exceptions to these sourcing rules are provided for sales of inventory,
depreciable personal property, intangibles, and stock of certain foreign
affiliated corporations.

Principles That Underlie the Sourcing Rules
Although the sourcing rules are strictly definitional in nature (that is,
they do not impose a tax liability), U.S. and foreign taxpayers can
effectively defer or avoid U.S. taxation on certain income by structuring
transactions to meet one or both of these qualifications: (1) The income is
sourced outside the United States, and (2) the expenses are sourced within
the United States. (If the foreign taxing jurisdiction imposes a tax rate
higher than the U.S. rate, the reverse strategy may be more appropriate.)
Before enacting the Tax Reform Act of 1986, Congress became
concerned that U.S. taxpayers were aggressively using the existing source
rules to “create” foreign-source income in order to maximize their foreign
tax credit limitation. In some cases, it was determined that income
sourced outside the United States was not subject to taxation by the
foreign taxing jurisdiction in which it was sourced. As a result. Congress
significantly changed some of the sourcing rules in the Tax Reform Act
of 1986 in order to restrict taxpayers’ abilities to manipulate the sourcing
of income and expenses to avoid taxation by the United States.
The following principles were used by Congress as underlying the
changes made to the sourcing rules:
1.

Income should be allocated to the place where the economic activity
generating the income occurs. If the income is derived from the use
of capital or property, it should be sourced where the property or
capital is used.

2.

Sourcing rules should be neutral. The United States should not
object if other countries applied the same rules (an international
norm for sourcing rules).
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Sourcing rules should not allow erosion of the legitimate U.S. tax
base through taxpayer manipulation of the sourcing rules or of the
foreign tax credit limitation.
Sourcing rules should be clear and readily applied.
Income that is not likely to be taxed by foreign governments should
not be treated as foreign source by U.S. taxpayers.1

Rules for Allocation of Income
The term gross income is used frequently in sections 861 through 865 and
in related regulations. Although gross income is the basic figure for allo
cating most of the different types of income, its meaning is not defined
within these sections. Instead, gross income must be determined by refer
ring to section 61.2 Gross income generally is not synonymous with gross
receipts. When property or inventory is sold, gross receipts are reduced
for the basis or cost of the goods sold to arrive at a gross income figure.
When services are involved, gross receipts are tantamount to gross income.
The criteria for determining source of income vary, depending on the
class of income. Taxpayers need to characterize carefully the income to
decide which criteria are applicable (for example, royalty income versus
sale of personal property). In addition, one needs to determine whether
the item is gross income according to U.S. tax laws. If it is excludable
income, none of these rules apply.

Interest Income
The general rule for the determination of the source of interest income is
the residence of the obligor (sections 861(a)(1) and 862(a)(1)). If the
obligor (borrower) resides in the United States, then the interest is U.S.source income regardless of where the payee (lender) resides (within or
outside the United States). If the obligor resides outside the United
States, then the source of the interest income is the country where the
obligor resides.

1See Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986,
99th Cong., 2d Sess., 1987, Committee Print, 918-919.
2See also Rev. Rul. 56-514, 1956-2 C.B. 499.
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The term interest includes any payment for the use of borrowed
funds, including unstated interest that is part of a deferred payment
on the sale of property (section 483) and original issue discount (section
1273(a)(1)). Any payment of interest by the U.S. government, a
U.S. territory, or any subdivision of a U.S. territory (except from
a U.S. possession) is U.S.-source income. Note that the source of interest
does not depend on such factors as where funds are borrowed or spent,
the place where principal is paid, or the place where a debt obligation
is issued.
Example 5.1. A U.S. corporation pays interest on its bonds to a resident of
the United Kingdom. The interest is U.S.-source income. A U.S. citizen liv
ing in Wisconsin receives interest from a German corporation. The interest
is not U.S.-source income.

The key word in the above general rule is residence. Some special rules
and exceptions exist depending on the type of obligor.
Interest Received From an Individual

For an obligor who is an individual, residence is determined generally
by where the obligor lives at the time of payment. However, if
the obligor has not lived in one country for prescribed periods of time or
has not shown an intention to remain indefinitely, then it is likely
the individual is a transient rather than a resident. The difference
between a transient and a resident depends on the individual’s
intention with regard to the nature and length of stay (Treas. Reg. Sec.
1.871-2(b)). As to nature, the courts have looked to various factors to
determine the true intent of an individual, such as (1) the location of the
individual’s family; (2) whether the person buys a home, pays foreign
taxes, and becomes involved in social and community affairs; and (3) the
length of time spent in a country.3An individual who intends to stay in a
country for an indefinite time is considered a resident, whereas a person
who comes to a country for a definite purpose that can be accomplished
in a short time is considered a transient. An individual may become a
resident if he or she makes an extended stay.

3See Howard J. Sochurek v. Comm., 300 F.2d 34 (CA-7, 1962).
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Interest Received From a Resident Alien or a
Domestic Corporation

In general, interest received from a resident alien or a domestic corpora
tion is sourced within the United States. An exception to this rule
applies to interest received from resident aliens or domestic corporations
that meet the “foreign business requirements” of section 861(c)(1). If
such an obligor derives at least 80-percent of its gross income from active
foreign business income over the three-year period ending with the close
of the taxable year preceding the payment of the interest (the testing
period), then special sourcing rules apply depending on whether the
recipient is an “unrelated” person or a “related” person. Active foreign
business income is defined in section 861(c)(1)(B) as income attribut
able to the active conduct of a trade or business in a foreign country or
U.S. possession. Domestic corporations meeting this test are often
referred to as 80/20 companies.
Interest payments made by 80/20 companies or resident aliens to
unrelated persons are sourced entirely outside the United States. Interest
payments made to related persons are subject to the look through rules of
section 861(c)(2). Under these rules, the portion of the interest payment
that is sourced outside the United States is determined using the ratio of
the obligor’s foreign-source gross income for the testing period over the
obligor’s total gross income for the testing period. It should be noted that
whereas the determination of whether a domestic corporation or resident
alien meets the foreign business requirements to be an 80/20 obligor
depends on active foreign business income, the look-through rules use foreign
income from all sources in computing the amount of the interest that
is sourced outside the United States. A related person is defined in sec
tion 861(c)(2)(B) as one who owns stock possessing at least 10-percent
of the total voting power or total value of the obligor. (This definition is
a modification of the term defined in section 954(d)(3).)
E xam ple 5 .2 . During 1995, Domestico, a U .S . corporation, paid $10,000

interest to J. Bond, a holder of one o f its notes. For the past three years
Dom estico has reported gross income from the following sources:

1994
1993
1992
Total

U .S .-Source

Foreign Active

Foreign Passive

Total

$10,000
20,000
0
$30,000

$ 80,000
60,000
100,000
$240,000

$10,000
20,000
0

$100,000
100,000
100,000
$300,000

$30,000
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D om estico’s active foreign business income during the testing period is 80percent o f total gross income ($240,000/$300,000), and therefore Dom estico
meets the active foreign business income requirement and qualifies as an
80/20 company. If J. Bond is unrelated to Dom estico (as defined in section
8 6 1 (c )(2 )(B )), the entire $10,000 interest payment is sourced outside the
U nited States. If J. Bond is related to Dom estico (she owns 10-percent or
more o f D om estico’s voting power or value), the portion o f the interest pay
m ent sourced outside the U nited States is $9,000 ($270,000/$300,000 X
$10,000). N ote that the 80-percent active foreign business income require
m ent is determined on an aggregate basis and does not have to be m et in
each separate year in the testing period.

Interest Received From a Foreign Corporation

Interest income received from a foreign corporation is sourced entirely
outside the United States, regardless of the source of funds used to pay
the interest.
Interest Received on Deposits With a Foreign Branch of a
Domestic Bank

Section 861(a)(1)(B)(i) treats interest income from deposits with a for
eign branch of a domestic corporation or a domestic partnership engaged
in the commercial banking business as income from sources outside the
United States.
Interest Received by a Nonresident Alien or Foreign
Corporation From Deposits in U.S. Banks

Although interest income received by a nonresident alien or a foreign
corporation from deposits in domestic banks, savings and loans, or insur
ance companies is sourced within the United States, section
871(i)(2)(A) and section 881(d) exempt such interest from U.S. with
holding tax unless the interest is effectively connected with the conduct
of a trade or business within the United States. An explicit exemption
from U.S. withholding tax also applies to income derived from a foreign
central bank of issue from bankers’ acceptances (section 871(i)(2)(C)).
Prior to the enactment of the Tax Reform Act of 1986, this type of
interest income was sourced outside the United States. By changing the
source of such interest income, this rule has the effect of excluding such
interest from the numerator of the foreign tax credit limitation ratio in
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the case of a U.S. owner of a foreign corporation that has deposits in
U.S. banks.
Portfolio Interest

Section 871(h) exempts U .S.-Source portfolio interest paid to a nonresident alien or foreign corporation from U.S. withholding tax.
Portfolio interest is generally any U.S.-source interest (including original
issue discount) that is not effectively connected with the conduct of a
trade or business and is paid on an obligation that satisfies certain regis
tration requirements. Interest paid to 10-percent shareholders of the
issuer of the obligation does not qualify for the withholding exemption.
This provision was enacted in 1984 to give U.S. businesses direct access
to the Eurobond market.
The 1993 Tax Act excluded contingent interest from qualifying as
“portfolio interest” (section 871(h)(4)). Contingent interest includes
interest determined by reference to the debtor’s receipts, sales or other
cash flow, income or profits, or changes in the value of property.
Contingent interest also includes interest determined by reference to any
dividend, partnership distribution, or similar payment made by the
debtor. This provision was enacted in response to the growth in hybrid
securities that were debt in form but provided equity participation rights.

Dividend Income
In general, the source of dividend income is determined by the residence
(country of incorporation) of the corporation paying the dividend. The
term dividend is defined as a distribution of money or property out of a
corporation’s current or accumulated earnings and profits (section 316).
The amount of dividend sourced within the United States is prorated in
certain cases in which a foreign corporation derives income from the
conduct of a U.S. trade or business. A portion of the dividends paid to a
foreign shareholder is exempt from U.S. withholding tax when the
domestic corporation qualifies as an 80/20 company. The rules for deter
mining the source of dividend income are summarized in table 5.1.
Dividends Paid by Domestic Corporations

Domestic corporations are corporations created or organized in the
United States (section 7701(a)(4)). Dividends paid by a domestic
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corporation are sourced entirely within the United States (section
861(a)(2)(A)). If a domestic corporation meets the requirements of an
80/20 company, a portion of the dividend payments to foreign sharehold
ers will not be subject to U .S. withholding tax under section
871(i)(2)(B). The portion not subject to withholding is determined by
multiplying the dividend by the ratio of foreign-source gross income for
the three-year period ending with the close of the taxable year in which the
dividend was declared over total gross income for the same time period.
Table 5.1
Rules for Determining the Source of Dividend Income
Code Section

Type of Corporation

Source of Dividend Income

Dom estic corporation

Entirely within U .S .*

U .S . possessions corporation
Foreign corporation

Entirely outside U .S .

8 6 1 (a )(2 )(A )
8 6 1 (a )(2 )(A )

Entirely outside U .S .

8 6 1 (a )(2 )(B )

Prorate within U .S .
and outside U .S .

8 6 1 (a )(2 )(B )

Entirely within U .S .

8 6 1 (a )(2 )(C )

Entirely outside U .S .

8 6 1 (a )(2 )(D )

R atio o f U .S . effectively
connected incom e to total gross
income:
Less than 25% for three-year
period
25% or more for three-year
period
Dividends treated by section
243(e) as out o f earnings and
profits o f a dom estic
corporation
Dom estic International Sales
Corporation (D IS C )
To extent o f qualified export
receipts
To excess o f qualified export
receipts

Entirely within U .S .

*If the domestic corporation has 80-percent of its total gross income from active foreign business
income over the prior three years and the dividend is paid to foreign shareholders, then a prorated
portion of the dividend is exempt from U.S. withholding tax (section 871(i)(2)(B)).

In determining whether a domestic corporation meets the active
foreign business income test to be an 80/20 company, look-through rules
are applied to dividends paid from a lower-tier corporation to an uppertier corporation for purposes of attributing the lower-tier corporation’s
active foreign business income to the upper-tier U.S. corporation.
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In order for the look-through rules to apply, the U.S. corporation must
own directly or indirectly at least 50-percent of both the voting power
and value of the stock of the lower-tier corporation.
E xam ple 5 .3 . U .S . corporation X and foreign corporation F jointly incorpo

rated U .S . corporation Y to operate a mining operation in a foreign country.
During its first year o f operations, Y earned $900 o f foreign-source income
from its m ining operations and $100 o f U.S.-source income from invest
ments in the U nited States. A t the end o f the year, Y distributed a $100
dividend to X and F. T his was the only income received by X and F for the
year. X distributed $50 as a dividend to its shareholders, all o f whom were
foreign residents. T he sourcing rules, in conjunction with the look-through
rules, operate to source the dividends as follows:
1.

T h e $100 dividend to X Corporation is entirely U .S.-source income.

2.

T h e $100 dividend to F Corporation is entirely U .S.-source income.
However, since Y Corporation meets the 80-percent active foreign
business income requirement, a portion of the dividend is exem pt from
U .S . withholding tax. T h e exem pt amount is $90, determined by multi
plying $900/$ 1,000 X $100. N ote that the current year’s gross income
is used because the company has no prior business history (see section
8 6 1 (c )(1 )(C )).

3.

T h e $50 dividend by X Corporation to its foreign shareholders is
entirely U.S.-source income. However, because X Corporation has no
other gross income, it also will be treated as an 80/20 company because
the look-through rules require that the source o f the income out o f
which the dividend was paid is attributed to the recipient for purposes o f
determining the 80/20 designation. Therefore, 90-percent o f the divi
dend ($45) paid to the foreign shareholders is exem pt from U .S .
withholding tax because the dividend is deemed to be paid from an
80/20 company that earned 90-percent o f its gross income from foreign
sources. N ote that if X Corporation had $13 o f additional non-active
foreign gross income for the year, it would not have been an 80/20 com 
pany, and all o f the dividend payment to its foreign shareholders would
have been subject to U .S . withholding tax.4

A second exception to the sourcing rules for dividends paid by
domestic corporations applies to possessions corporations making an

4This example is taken from Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986, 939-940.
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election under section 936. Dividends paid from such corporations are
sourced entirely outside the United States (section 861(a)(2)(A)).
Dividends Paid by Foreign Corporations

Foreign corporations are corporations that are created or organized outside the United States (section 7701(a)(5)). Dividends from a foreign
corporation are generally treated as entirely from sources outside the
United States. An exception applies to a foreign corporation that
derived 25-percent or more of its cumulative gross income over the
three-year period ending prior to the year in which the dividend was
declared from sources effectively connected with the conduct of a trade
or business within the United States (section 861(a)(2)(B)). If the payor
foreign corporation meets this 25-percent gross income test, the divi
dends are allocated between income from sources within and outside the
United States using the ratio of gross income effectively connected with
a trade or business within the United States for the prior three-year
period over total gross income for the same period.
The U.S.-source portion of dividends paid by a foreign corporation
meeting the 25-percent test is subject to a 30-percent withholding tax
under section 871 if paid to foreign shareholders. This second-tier dividend
tax may be reduced by treaty, and it is not imposed if the foreign corpora
tion is subject to the branch profits tax imposed by section 884 (section
861(a)(2)(B)). The second-tier dividend tax is imposed on dividends
from pre-1987 earnings and profits and also applies to foreign corpora
tions exempt from the branch profits tax under a treaty.
The term effectively connected income, when referring to activities of
nonresident aliens and foreign corporations, is generally characterized as
income connected with a trade or business within the United States
attributable to a fixed place of business located in the United States. In
the case of periodic income, if income is derived from assets used in the
conduct of a U.S. business, or if the activities in the United States are a
material factor in the realization of income, then such income is effec
tively connected with a U.S. trade or business (section 864(c)(2)).
Section 864(c)(4) states that four classes of income from sources out
side the United States shall be treated as effectively connected with a
U.S. trade or business, provided the nonresident alien or foreign corpora
tion has an office or other fixed place of business within the United
States to which the income is attributable. These four classes include
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(1)
certain rents and royalties from intangible property, (2) dividends or
interest derived from the active conduct of a banking or financing business,
or from trading in stocks or securities for its own account, (3) gain or loss
from the sale of inventory outside the United States, provided a foreign
office did not participate materially in the sale, and (4) income from life
insurance companies attributable to a U.S. business. Two exceptions to
these four classes of foreign income that are not treated as U.S.-source
income are (1) dividends, interest, or royalties paid by a foreign corpora
tion in which the taxpayer owns more than 50-percent of the voting
power of all classes of voting stock and (2) subpart F income (within the
meaning of section 952(a)) of a controlled foreign corporation.
E xam ple 5 .4 . H ill Company, a dom estic corporation, owns 70-percent o f

Dale, Ltd., a foreign corporation. Dale, Ltd. pays a dividend o f $100,000 to
Hill Com pany in 1995. In the three-year period preceding 1995, 60-percent
o f Dale, Ltd.’s income was effectively connected with a U .S . trade or busi
ness. In 1995, $60,000 o f the dividend is considered to be from sources
within the U nited States, and Hill can deduct 80-percent o f the dividend
($48,000) under section 245(a). T h e remaining $40,000 is income from out
side the U nited States.

Dividends paid by a foreign corporation that are deemed to be paid
out of the earnings and profits of a predecessor domestic corporation are
treated as dividends paid by a domestic corporation (section 243(e)).
This rule prevents the conversion of U.S.-source income to foreignsource income through an acquisition of a U.S. corporation by a foreign
corporation, in cases in which the foreign corporation succeeds to the
U.S. corporation’s earnings and profits (for example, a tax-free merger).

Compensation for Services Rendered
Compensation for personal services rendered is generally sourced based
on the place where the services are performed (sections 861(a)(3) and
862(a)(3)). Neither the place the contract was signed nor the place of
payment affects the source of this income. One exception to the general
rule is certain compensation for labor or personal services performed in
the United States by a nonresident alien. Such income is not considered
U.S.-source income if the nonresident was not in the United States for
more than ninety days, did not earn more than $3,000, and was employed
either by a foreign entity not engaged in a trade or business in the
United States or by a U.S. entity in a foreign country or U.S. possession
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(section 861(a)(3)). Income tax treaties frequently alter this rule, most
often by extending the allowed length of stay (to 180 days) and increas
ing the limitation on earnings. (This is often referred to as the
commercial traveler’s exception.)
Personal services are not limited to services performed by individu
als. A corporation can perform personal services by means of its
employees, in which case the previously discussed source rules apply to
the corporation.5
A problem can arise when distinguishing compensation for personal
services from gross income from the sale of property rights. This may
occur in the creation and sale of artistic endeavors, such as music recordings,
artworks, and sculptures.6 If the gross income received from the creation
and sale of these works is treated as compensation for personal services,
the place where the service is performed (where the work is created)
determines the source of the gross income. If the gross income is treated
as a royalty or sale of personal property, different sourcing rules apply.
Retirement Plans and Deferred Compensation

Retirement plans and deferred compensation are unique in that these
payments are generally received years after the time when the services
related to such payments were performed. In addition, the payments may
be out of a fund located in a country other than the country in which the
services were performed. Nevertheless, the source of such income is still
the country where the services generating these deferred payments were
originally performed.7Neither the residence of the individual nor the
location of the fund at the time the proceeds are received is relevant.
Commissions

The source of gross income from commissions is the place at which the
service that earned the income was rendered and not the place where the
goods were sold or the destination of the goods.8

5Rev. Rul. 60-55,1960-1 C.B. 270.
6See Boulez, 83 T.C. 584 (1984); Cook vs. United States, 599 R2d 400 (Ct. Cl. 1979).
7I.T. 3804,1946-1 C.B. 151; I.T. 3199,1938-1 C.B. 209.
8Rev. Rul. 60-55,1960-1 C.B. 270.
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Continental Shelf

Section 638 states that personal services performed in connection with
exploiting natural resources on a continental shelf are to be considered
derived from sources within the country that has exclusive rights over
the continental shelf according to international law.
Coastwise Travel

Treas. Reg. Sec. 1.861-4(c) states that wages earned inside the territorial
limits of the United States and wages of seamen on vessels engaged in
coastwise travel are to be regarded as derived from sources within the
United States. Coastwise travel is defined as a voyage from one U.S. port
to another U.S. port, regardless of whether the ship travels outside the
territorial limits en route.
Community Property

Under community property laws, one-half of the income derived by one
spouse is considered to have been derived by the other spouse. The
source of the income to the latter spouse is the same as the source of the
income to the spouse who actually derived the income.9 Special rules are
provided for situations in which U.S. citizens or residents are married to
nonresident aliens and elect to file joint returns (section 6013(g)).
Allocation Between Countries

When compensation for services rendered both within and outside the
United States is paid in a lump sum, the amount must be apportioned
between the countries in which the services were performed. Treas. Reg.
Sec. 1.861-4(b) states that the apportionment shall be determined on
the basis that most clearly reflects income under the facts and circum
stances of the particular case. The regulations also state that, in many
cases, the facts and circumstances will be such that an apportionment on
a time basis will be acceptable. The dollar amount allocated to U.S.
sources for which a time-basis allocation is appropriate is the amount
that bears the same relationship to the total compensation as the number
of days of performance of services within the United States bears to the
total number of days of performance.10 Deciding what consideration is
9Rev. Rul. 54-16,1954-1 C.B. 157.
10Rev. Rul. 69-238,1969-1 C.B. 157.
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provided by the taxpayer in return for compensation can be a compli
cated determination.11
E xam ple 5 .5 . DuFour, a nonresident alien, was employed by A tco Com pany
from M arch 1, 1995, to June 12, 1995, a total o f 104 days, for which he
received com pensation o f $15,600. During that period, DuFour was in the
U nited States for fifty-nine days. U nder the contract, DuFour was subject to
call at all times by his employer and was in a payment status on a seven-dayweek basis. T here was no specific agreement as to the am ount o f pay for
services performed within the U nited States; moreover, he received his stip
ulated salary payments regardless o f the number o f days per week he actually
performed services. U nder these circumstances the am ount of compensation
included in gross income as from sources within the U nited States is $8,850
($15,600 X 59/104).12

Rents and Royalties
Sections 861(a)(4) and 862(a)(4) provide that the income from the use
of tangible property has its source in the country in which the tangible
property is located. Income from the use of intangible properties or rights
has its source in the country in which the intangible properties or rights are
used. The country of use of intangible property is the country that protects
the owner of the property against unauthorized use of such property.13
These rules cover income from the use of every kind of real and
personal property. Sections 861(a)(4) and 862(a)(4) specifically list
patents, copyrights, secret processes and formulas, goodwill, trademarks,
trade brands, and franchises. Also included would be royalty fees from
natural resources. Whether or not a property or right is legally patented
does not affect the sourcing rules.14
Furthermore, the sourcing rules based on location of tangible property
and place of usage for intangible property hold true regardless of where
the products, as a result of the use of the property or rights, are produced

11Stemkowski, 76 T.C. 252 (1981), a ff'd in part & remanded, 690 F.2d 40 (CA-2, 1982);
Hanna, 76 T.C. 252 (1981), aff 'd in part & remanded, 763 F.2d 171 (CA-4, 1985);
Rev. Rul. 87-38, 1987-1 C.B. 176; and Favell v. United States, 16 Cl. Ct. 700 (1989).
12Adapted from Treas. Reg. Sec. 1.861-4(b)(l)(ii), example (1).
13Rev. Rul. 68-443, 1968-2 C.B. 304.
14Rev. Rul. 55-17, 1955-1 C.B. 388.
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or sold.15 That is, gross income attributable to the actual production
and/or sale of the property (versus the fees for the use of the property or
rights) is sourced according to rules for personal property, which will be
discussed subsequently.
When fees are received for property or rights used within more than
one country, the apportionment of such income between countries is
acceptable if the taxpayer presents evidence to justify a basis for appor
tionment. If no evidence is presented, then all the income will be treated
as from within the United States (if one of the countries of use is the
United States).16
When property or rights are used in more than one country, the type
of evidence that should prove most helpful to support apportionments
of income is a provision in the contracts for separate allocations of fees
by country or separate contracts or agreements for each country. How
ever, the allocations in the contracts should have some reasonable basis.
For example, if the fees paid are a function of time, then the allocation
of the fees between countries should also have some basis with respect
to time.
Some care must be taken to distinguish between a sale and a use or
license of property or property rights. Income from a sale of personal
property (subject to exceptions) generally has its source in the country
of residence of the seller. Income from a license has its source in the
country in which the tangible property is located or intangible property
is used. The granting of an exclusive license has been construed
as a sale.17 However, sections 865(d), 871(a)(1)(D) (applicable to
nonresident aliens), and 881(a)(4) (applicable to foreign corporations)
provide that when intangible property is sold for a contingency price (for
example, contingent upon productivity, use, disposition of property, or
interest), the source of the gain on the sale is to be determined by the
rules for rents and royalties. Section 865(d)(3) provides an exception for
sale of goodwill, which is sourced in the country in which the goodwill
was generated.

15Rev. Rul. 68-443, 1968-2 C.B. 304; Ingram, Admx (Caruso Estate), 57 F.2d 65 (CA-2,
1932).
16Misboume Pictures Ltd. v. Johnson, 189 F.2d 774 (CA-2, 1951), aff g 90 F. Supp. 978
(S.D.N.Y. 1950).
17Rev. Rul. 60-226,1960-1 C.B. 26; Rev. Rul. 58-353,1958-2 C.B. 408.
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Sale of Real Property
The location of the real property generally determines the source of
income derived from the sale of such property (sections 861(a)(5) and
862(a)(5)). For example, if the real property sold is located within the
United States, the gross income is sourced as from within the United
States. What constitutes real property for U.S. tax purposes in general is
determined by legal principles under local U.S. laws (but see Treas. Reg.
Sec. 1.897-1(b)(1) for an exception related to foreign investment in
U.S. real property interests). A sale of a U.S. real property interest (for
example, stock in a U.S. real property holding company) also will be
sourced within the United States, regardless of where title passes.
Because real property is generally immobile in nature, the problem of
apportionment of income between countries does not arise.

Sale of Personal Property
The rules for the determination of the source of income from the sales of
personal property can be divided into two groups: (1) those rules applica
ble to purchased personal property and (2) those applicable to produced
personal property.
Purchased Personal Property

The rules for determining the source of income from the sale of pur
chased personal property are found in sections 861(a)(6), 862(a)(6), and
865. The general rule of section 865(a) states that gross income from
sales of personal property is to be sourced based on the residence of the
seller. Thus, the sale of personal property by a U.S. resident will be
sourced entirely within the United States, regardless of the place in
which title passes.
The determination of residency is based on whether the seller has
a tax home (as defined in section 911(d)(3)) within the United States
(section 865(g)(1)(A)). A U.S. citizen or resident alien is deemed to be
a U.S. resident for purposes of this source rule if he or she does not have
a tax home outside the United States. A nonresident alien will be
deemed to be a resident if he or she has a tax home within the United
States. An exception to the residence rule applies to U.S. citizens and
resident aliens who have a tax home in a foreign country. Such persons
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will not be considered nonresidents of the U.S. on sales of personal prop
erty if the gain on such sale is subject to a tax of less than 10-percent by
the foreign country (section 865(g)(2)). In that case, the gain will be
treated as U.S.-source income. This 10-percent rule is waived in the case
of a bona fide resident of Puerto Rico who sells stock in a corporation
that is actively engaged in a trade or business in Puerto Rico and derives
more than 50-percent of its gross income from such active trade or busi
ness, as measured over the three taxable years prior to the sale of the
stock (section 865(g)(3)).18
Entities are considered to be residents of the United States if they
are U.S. persons as defined in section 7701(a)(30). In the case of a sale
by a partnership, the source of the gain that is allocated to the partners
is generally determined by the residence of each partner to whom the
gain is allocated. Congress has provided regulatory authority to the sec
retary of the Treasury to provide for exceptions to this rule in cases in
which it is not administratively possible to apply the rules at the partner
level. For example, it may be appropriate to determine source at the
partnership level in the case of a publicly traded partnership with
hundreds of partners.19
There are several significant exceptions to this residence-of-the-seller
rule. These exceptions apply to sales of inventory, depreciable property,
intangibles, stock of an 80-percent-owned foreign corporation, and sales
through foreign offices or a fixed place of business. A summary of the
sourcing rules applicable to sales of purchased personal property is con
tained in table 5.2.
Sales of Inventory. Sales of inventory are sourced based on the place
where the passage of title occurred (section 865(b) refers the reader to
sections 861(a)(6), 862(a)(6), and 863(b)). Although the key deter
mination is the place where title passage occurred, sections 861(a)(6)
and 862(a)(6) state that the source of income from purchased personal
property is to be based on the place where the sale occurs. After years
of litigation regarding when and where a sale occurs, the Treasury issued
Treas. Reg. Sec. 1.861-7(c), which states the general rule that a sale of
personal property is consummated at the time when, and the place where,
the rights, title, and interest of the seller in the property are transferred
18House Committee on Ways and Means, Report on the Miscellaneous Revenue Act of 1988
(H.R. 4333), 100th Cong., 2d Sess., 225.
19Ibid.
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Table 5.2
Source of Income From the Sale of Purchased Personal Property
Type of Property

Source Rule

Code Section

Inventory

Place where sale occurs (title passage
rule).

865(b),
8 6 1 (a )(6 )

Depreciable

G ain that represents depreciation is
sourced in the country in which the
depreciation deductions reduced
income.
Excess gain is sourced using the placeof-sale rule.

865(c)

Intangible

If sale is at a fixed price, source using
the residence o f the seller.
If sale is contingent on use,
productivity, or disposition, source
where intangible is used.

865(d)

Goodw ill

Source in country in which generated.

8 6 5 (d )(3 )

Stock o f 80-percentowned foreign
corporation

Place o f sale if sale takes place in the
foreign country in which the foreign
affiliate derived more than 50-percent
o f its gross incom e for the prior three
years.
Otherwise, use residence o f the seller.

8 6 5 (0

O ther property

Residence o f the seller.

865(a)

NOTE: If the sale of property is not sourced using one of the exceptions to section 865(a), the gain
may still be sourced outside the United States if the sale is attributable to an office or fixed place of
business outside the United States (section 865(e)).

to the buyer. Treas. Reg. Sec. 1.861-7(c) further states that when bare
legal title is retained by the seller, the sale shall be deemed to have
occurred at the time and place of passage to the buyer of beneficial own
ership and the risk of loss. In other words, where the rights and interest
to the property have been transferred, but not the title, legal technicali
ties will be overlooked and the sale shall be deemed to have been made.
It is therefore possible to have had a sale for purposes of this source-ofincome determination without passage of title.
Fixing the source of income to the country to which title passes has
been criticized as an arbitrary criterion in that it is based on legal tech
nicalities rather than economic realities. In addition, where title passes
may have little relationship to activities that earn the income, and the
rule allocates all the income to one country. Although these arguments
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led Congress to enact a general residence-of-the-seller rule in the Tax
Reform Act of 1986, Congress chose to retain the title passage rule for
inventory because it believed that a residence-of-the-seller rule would
reduce the competitiveness of U.S. businesses abroad and thereby exac
erbate the U.S. trade deficit.
Where title passes is largely under the control of the contracting par
ties; taxpayers can either control the substance of the contract or
agreement, the place the substance of the sale occurs, or the governing
jurisdiction under which the contract falls. Considerable freedom exists
for taxpayers to pass title where they desire. The only limit to manipula
tion of title passage is the situation in which title passage is used as a
sham to avoid taxes (Treas. Reg. Sec. 1.861-7(c)). As a safety precaution
to ensure that income has a source in the country desired, a taxpayer
should consider placing in that country as many activities as possible
regarding the sale transaction, such as accepting the order, executing
the contract or agreement, shifting the risk of loss, or paying for the
property.20 Of course, when title passes in a foreign country, exposure to
taxation by that country can be a substantial risk.
Depreciable Personal Property. A second exception to the residence-ofthe-seller rule applies to the sale of depreciable personal property.
Section 865(c)(1) requires that the portion of the gain that represents
depreciation recapture is sourced within the country in which the depre
ciation deductions reduced income. Gain in excess of previous
depreciation deductions is sourced using the title passage rule (section
865(c)(2)). The gain apportioned as U.S. source is computed by multi
plying the gain (not to exceed the total depreciation adjustments) by the
ratio of United States depreciation adjustments to total depreciation adjust
ments. U.S. depreciation adjustments are those deductions allowed in
computing taxable income from sources within the United States. If
depreciable property is used predominantly in (outside) the United
States for a taxable year, all of the allowable depreciation deductions for
that year are treated as having been allocated to sources of income in
(outside) the United States for purposes of this sourcing rule (section
865(c)(3)(B)).

20Court cases involving factual issues related to title passage include Liggett Group, Inc.,
58 T.C.M. 1167 (1990), Barber-Greene Americas, Inc., 35 T.C. 365 (1960), and
A .P. Green Export Co. v. United States, 284 F.2d 383 (Ct. Cl. 1960).
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E xam ple 5 .6 . Detro Corporation, a U .S . corporation, used a m achine in its
U .S . operations during its taxable years 1990-92. O n January 1, 1994, Detro
transferred the m achine to C anada, where it was used in D etro’s Canadian
operations. O n July 1, 1995, Detro Corporation sold the m achine to a
C anadian corporation for $100,000. Title passed in C anada. T h e $100,000
gain included recovery o f depreciation deducted against U .S.-source income
o f $40,000 and depreciation deducted against foreign-source income of
$30,000. Detro Corporation will have $40,000 o f U .S.-source gain and
$60,000 o f foreign-source gain ($30,000 using the depreciation recapture
rule and $30,000 using the title-passage-rule).

Intangibles. Section 865(d) imposes a residence-of-the-seller rule on the

sale of intangibles, but only if the sale is at a fixed price. If a portion of
the sales price is contingent on the productivity, use, or disposition of the
intangible, the source of gain is determined using the royalty source rules
of section 861(a)(4). (That is, source is determined based on where the
property is used.) If gain from the sale of the intangible includes the
recovery of previously allowed amortization deductions, such gain, to the
extent of the amortization deductions, is sourced using the depreciation
recapture rules of section 865(c)(1) regardless of whether the payments
are contingent on productivity, use, or disposition (section 865(d)(4)).
In the case of contingent payments, all of the gain is sourced using the
depreciation recapture rule until the total amortization deductions are
recaptured. Excess gain is sourced using a residence-of-the-seller rule in
the case of noncontingent payments.
An intangible is defined as a patent, copyright, secret process or for
mula, goodwill, trademark, trade brand, franchise, or other like property
(section 865(d)(2)).
An exception to the residence-of-the seller rule applies in the case of
the sale of goodwill. Gain from the sale of goodwill is sourced in the
country in which the goodwill was generated (section 865(d)(3)).
Stock of Affiliates. A U.S. resident who sells stock in an affiliate (an

80-percent-owned corporation) will treat the gain as foreign source
if the following three criteria are met: (1) The affiliate is a foreign
corporation, (2) the sale occurs in a foreign country in which the affiliate
is engaged in the active conduct of a trade or business, and (3) more than
50-percent of the affiliate’s gross income for the three years preceding
the year in which the sale occurred was derived from the active conduct
of a trade or business in the foreign country in which the stock was sold
(section 865(f)).
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In the case in which a U.S. resident sells the foreign stock of an
affiliate that has wholly owned foreign subsidiaries, the U.S. resident
may elect to treat the affiliate and its wholly owned subsidiaries as one
corporation for purposes of computing the more-than-50-percent-ofgross-income test and for meeting the country-of-sale requirement.
Sales Through Offices or Fixed Places of Business. Gross income from the

sale of personal property that is not sourced outside the United States
because of one of the previous exceptions may still be sourced outside the
United States if the sale is attributable to an office or other fixed place of
business in a foreign country (section 865(e)). In the case of a U.S. resi
dent, this rule will apply only if the foreign taxing jurisdiction imposes a
tax rate of at least 10-percent on the income from the sale. (The tax must
meet the definition of an income tax as it is used in determining the for
eign tax credit limitation.) This 10-percent rule also applies to the sale of
an intangible when the sales price is not contingent on productivity, use,
or disposition.
If a nonresident maintains a fixed place of business in the United
States, the income from sales of all personal property attributable to that
office will be sourced within the United States. In the case of sales of
inventory from that office outside the United States, the title-passage
rule will apply, provided an office or fixed place of business outside the
United States materially participated in the sale.
Whether a taxpayer has an office or a fixed place of business and
whether a sale is attributable to such an office or fixed place of business
are determined under the principles of section 864(c)(5). In general, the
nonresident alien or foreign corporation must empower its agents with
the authority to solicit orders or negotiate contracts in its name, and
such agents either regularly exercise that authority or sell inventory from
stock on hand on behalf of the nonresident alien or foreign corporation.
In addition, the office or fixed place of business must be a material factor
in the production of income and regularly carry on the activities from
which the income was derived.
Gains From Sale of Certain Stock or Intangibles. Under general rules, if
gain from the sale of stock of a foreign corporation or of an intangible
would be treated as foreign-source under a treaty provision and U.S.source under a statutory provision, the provision that is later in time
prevails. Under an exception provided in section 865(h), a taxpayer may
elect to have the treaty provisions apply to the transaction (that is, the
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gain will be foreign-source). However, if the election is made, foreign taxes
on that gain may only offset the U.S. tax imposed on such gain. In addition,
no other foreign taxes can be used to offset any U.S. tax on that gain.
Gains From Liquidation of a Possessions Corporation. Gain recognized as
a result of the liquidation of a possessions corporation will be sourced
outside the United States if the corporation derived more than 50-per
cent of its gross income for the three years prior to the year in which the
liquidating distribution is received from the active conduct of a trade
or business in the possession (section 865(h)(2)(B)). Any foreign
taxes paid on such gain may only offset the U.S. tax imposed on that
gain. No other foreign taxes can be used to offset any U.S. tax on
that gain.

inventory Produced Within (Outside) the United States and
Sold Outside (Within) the United States

Section 863(b) provides a special sourcing rule for income from the sale
of inventory property (as defined in section 865(i)(1)) that is produced
(in whole or in part) within (outside) the United States and is sold
outside (within) the United States. Such income is treated as derived
partly from sources within and outside the United States. The allocation
made under section 863(b) is generally applied to taxable income from
such sales by deducting from gross income those expenses, losses, and
other deductions that are definitely related to the production of the gross
income and a ratable part of any expenses, losses, or other deductions
that are not definitely related to any item of gross income. Temp. Treas.
Reg. Sec. 1.863-3T(b)(2) states that in the case in which the allocation
formula allowed by “example (2)” is used, the allocation is applied to
gross income. No reason is given for this distinction.
Section 864(a) states that the term produced includes created, fabri
cated, manufactured, extracted, processed, cured, or aged. Treas. Reg.
Sec. 1.863-3(a)(2) reiterates the same definition. Section 863(b) applies
to inventory that is produced either “in whole or in part.” No other
guidelines are provided regarding the definition of this term.
Because there are no specific provisions that prescribe minimal activ
ities of modification or conversion that constitute produced, a potential is
offered to taxpayers to shift some of the income from the sale of their
products to a chosen country merely by providing some modifications or
other production activities in that country.
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Treas. Reg. Sec. 1.863-3(b)(2) provides that taxable income from
section 863(b) types of inventory sales must be apportioned to U.S.
sources using one of three different methods. The methods are described
in three examples in Treas. Reg. Sec. 1.863-3(b)(2). Example (2) is
described in Temp. Treas. Reg. Sec. 1.863-3T(b)(2).
Independent Factory or Production Price Method. The first method is the

independent factory or production price (IFP) method. Example (1) of
Treas. Reg. Sec. 1.863-3(b)(2) states, in part:
W here the manufacturer or producer regularly sells part o f his output to
wholly independent distributors or other selling concerns in such a way as to
establish fairly an independent factory or production price . . . and the selling
or distributing branch . . . is located in a different country from that in which
the factory is located or the production is carried on, the taxable income
attributable to sources within the U nited States shall be computed by an
accounting which treats the products as sold by the factory or productive
department o f the business to the distributing or selling department at the
independent factory price so established.

The Treasury interprets this regulation as requiring the taxpayer to
use the IFF method in all cases where an IFF can be established.21 The
Tax Court upheld this interpretation,22although the Court subsequently
ruled that the existence of a foreign selling branch was required before
example (1) could be applied.23
The Treasury issued guidance concerning instances where an IFF
exists under example (1) of Treas. Reg. Sec. 1.863-3(b)(2) in Notice 8910.24 According to the notice, the following principles describe the
application of example (1):
1.

An IFF may be derived only from sales of the manufacturer or pro
ducer unless the taxpayer chooses to show an IFF has been otherwise
established. Factors that may be taken into account in establishing a
method other than actual sales are market prices, analysis of eco
nomic functions, or transactions of other taxpayers.
21Rev. Rul. 88-73, 1988-2 C.B. 173.
22Phillips Petroleum, 97 T.C. 30 (1991). The Court later held that example (1) could not
be applied in this case for lack of an IFP (101 T.C. 78 (1993)).
23Intel Corp., 100 T.C. 616 (1993). In this case, Intel Corporation sold U.S. manufactured
computer chips to Japanese customers through a U.S. sales office.
241989-1 C.B. 631.
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An IFP may be established only on the basis of sales “regularly”
made to independent businesses of “part” of the “output” of the
manufacturer or producer. An IFP may not be established based on
sales that are “sporadic” or “occasional” or by sales that are an
“insubstantial” part of the total output of the relevant product.
Sales used to establish an IFP must be to “distributors or other selling
concerns.” The sales must be to a business that resells the product
or sells a product into which the relevant product is integrated or
transformed.
Such distributors or other selling concerns must be “wholly inde
pendent.” The distributor or selling concern will not be independent
if it controls, or is controlled by, the manufacturer or producer
within the meaning of section 482. Sales to a foreign sales corpora
tion (defined in section 922) controlled by the manufacturer will
not be treated as made to a wholly independent selling concern.
An IFP must be “fairly established.” Examples in which sales will not
reasonably reflect the manufacturing or production income are:
a.

b.

c.

The expenses of the manufacturer or producer attributable to
nonproduction, income-generating activity (for example, mar
keting and selling activities) related to sales of the relevant
product are significant in relation to the gross receipts from sales
of the product. This principle also applies if the manufacturer
incurs significant nonproduction expenses in an absolute
amount and maintains a trademark with respect to the product
that has significant value.
Sales of the relevant product to independent selling concerns
in the country of manufacture will establish an IFP unless the
market conditions in the country of manufacture permit the
taxpayer to earn a substantially higher profit margin from sale
of the product in that country and the taxpayer engages in
substantial nonproduction, income-generating activity in con
nection with the sale of the product. An IFP must be established
separately on sales to different countries if the two markets are
materially different with respect to the sales of the product.
The sales used to establish an IFP must be reasonably contem
poraneous with the sales to which example (1) is being applied.
A reasonably contemporaneous sale is one that occurs in the
taxable year of the sale to which example (1) applies or the
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prior taxable year. The previous sale may not be an appropriate
measure of an IFP if there is significant price instability during
the period between the time of the sale used to establish the IFP
and the sale to which example (1) is being applied.
Subsequent to the issuance of Notice 89-10, the Treasury issued
Notice 89-11,25 in which it stated that taxpayers may use the allocation
method described in example (2) of Treas. Reg. Sec. 1.863-3(b)(2) if the
inventory is sold through a foreign sales corporation.
Formula Method. If an IFP is not available, the taxpayer may use the

allocation formula method set forth in example (2) of Temp. Treas. Reg.
Sec. 1.863-3T(b)(2). Under this method, one-half of the gross income is
apportioned based on the value of the property used to produce or sell the
product sold under section 863(h) within the foreign country or the
United States. The amount allocated to sources within the United States
is computed using the following ratio:
Value o f the U .S . property attributable to section 863(b) sales
Total value o f property attributable to section 863(b) sales

The value of the property is the average value of the property for the
taxable year. The Tax Court recently held that accounts receivable are to
be included in the definition of property and are foreign-source if the
debtor resides outside the United States.26 The Court also held that
assets in international waters and leased property are excluded from the
definition of property.
The remaining one-half of the gross income is apportioned based on
the taxpayer’s gross sales of the relevant product within or outside the
United States for the taxable year. The amount allocated to sources
within the United States is computed using the following ratio:
G ross section 863(b) sales within the U nited States
Total gross section 863(b) sales

Example 5.7. Domestico, a U .S . corporation, reported $1 m illion o f gross
receipts from sales o f goods manufactured in the U nited States and sold in
the U nited States and Europe. For the current year, $200,000 o f gross sales

25989-1 C.B. 632.
26Phillips Petroleum, 101 T.C. 78 (1993).
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were made in Europe. T h e cost o f goods sold was $600,000 and other alloca
ble expenses were $300,000. T he value o f the property used to manufacture
the goods was $400,000. Taxable income from the sales was $100,000
($1,000,000 - $600,000 - $300,000). T he gross income from sales to Europe
was $80,000 ($200,000 - ($200,000/$1 m illion) X $600,000). N o IFP was
established for the sales. Section 863(b) applies only to the sales o f goods to
Europe. U sing the allocation formula method, the gross income would be
sourced partly within and outside the U nited States as follows:
1.

O ne-half o f the $80,000 is allocated using the fair market value of the
assets used to produce the goods sold under section 863(b). In this case,
all of the assets are within the U nited States; therefore 100-percent o f
the $40,000 o f gross income is sourced within the U nited States.

2.

T h e rem aining one-half o f the $80,000 is sourced according to gross
sales. In this case, all of the section 863(b) sales are outside the United
States; therefore 100-percent o f the rem aining $40,000 gross income
is sourced outside the U nited States.

3.

A pro rata portion of the rem aining allocable expenses is deducted in
com puting taxable income from sales to Europe ($40,000/$400,000 X
$300,000 = $30,000).

Books-of-Account Method. Treas. Reg. Sec. 1.863-3(b)(2), example (3),
allows the taxpayer to use a books-of-account method, provided the tax
payer, in good faith and unaffected by considerations of tax liability,
regularly employs in his or her books of account a detailed allocation of
receipts and expenditures that reflects income more clearly than the other
two methods. Th is method is rarely used in practice.
The correct determination of where the sale takes place is important
for sales of inventory subject to section 863(b) because the three alloca
tion methods do not become operative unless the sale occurs outside the
country in which the inventory was produced.
The rules of section 863(b) also apply to services rendered partly
within and outside the United States and to purchases of inventory
within a possession of the United States and its sale or exchange within
the United States.
The allocation rules for sourcing manufactured property, particularly
the allocation formula method, have been very controversial. Empirical
data seem to indicate that net income from manufacturing is generally
higher than from sales (wholesaling). As a result, Congress mandated
as part of the Tax Reform Act of 1986 that the Treasury study this issue
and report to the Congress by September 30, 1987. The Treasury issued
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this report in January 1993.27The Treasury estimated the U.S. govern
ment forgoes $1 in lost taxes in exchange for 63 cents in increased
exports under the export source rule.

Underwriting income
Section 861(a)(7) states the general rule that underwriting income is
sourced based on the location of the risk incurred. Such income would
be sourced within the United States if the property or activity insured is
located within the United States or the income relates to the insurance
of the lives or health of U.S. residents.

Transportation income
Gross income attributable to transportation that begins and ends in the
United States is sourced within the United States (section 863(c)(1)).
Income from transportation that begins or ends in the United States is
sourced one-half within the United States. This rule applies to both U.S.
and foreign persons.
Transportation income includes income from the use, hiring, or leas
ing of a vessel or aircraft, or the performance of services directly related
to the use of a vessel or aircraft (section 863(c)(3)). Income derived from
the lease of a vessel that is not used to transport cargo or persons for hire
is not treated as transportation income, but rather as income derived
from an ocean activity and sourced using the rules of section 863(d).
Personal service income is considered transportation income only if the
transportation begins (ends) in the United States and ends (begins) in a
U.S. possession.
Example 5.8. A cargo vessel leaves from a port in the U .K . with an ultimate
destination o f N ew York. During its journey, the vessel makes intermediate
stops in France and Portugal. U nder section 863(c), one-half o f the gross
income attributable to cargo carried from the U .K ., France, and Portugal will

27U.S. Department of the Treasury, Report to the Congress on the Sales Source Rules
(Washington, D.C.: National Technical Information Service, 1993).
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be considered U.S.-source. A ny income from cargo off-loaded in France or
Portugal before arrival in New York is sourced outside the U nited States.

Income derived from furnishing round-trip travel beginning or end
ing in the United States is treated as transportation income that begins
(for the outbound portion) and ends (for the inbound portion) in the
United States. Therefore, one-half of the gross income attributable to
the outbound portion is sourced within the United States, and one-half
of the gross income attributable to the inbound portion is sourced within
the United States.
E xam ple 5 .9 . N ortheast Airlines makes a round-trip flight from Boston to

London. Gross income attributable to the flight from Boston to London will
be sourced one-half within the U nited States, as will one-half o f the income
attributable to the return flight from London to Boston.

Ocean and Space Activities
Taxable income derived from a space or ocean activity is sourced as
within the United States if it is realized by a U.S. person (section
863(d)). If such income is realized by a foreign person, it is sourced
entirely outside the United States (that is, a country-of-residence test is
applied). Space or ocean activities are defined to mean any activity con
ducted in space and any activity conducted on or under water not within
the jurisdiction (as recognized by the United States) of a foreign country,
possession of the United States, or the United States itself. Ocean activi
ties include activities performed in Antarctica.
Examples of the types of activities covered by these rules are services
performed or provided in space or on or beneath the ocean, the leasing of
equipment for use on or beneath the ocean or in space (for example,
spacecraft and satellites), the licensing of technology or other intangibles
for use in space or on or beneath the ocean, and the manufacturing of
property in space or on or beneath the ocean. Specifically excluded from
the definition of space or ocean activities are activities giving rise to
transportation income or international communications income and
activities with respect to mines, oil and gas wells, or other natural
deposits to the extent the mines or wells are located within the jurisdic
tion of any country (including the United States).
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International Communications Income
International communications income derived by U.S. persons is sourced
one-half within the United States and one-half outside the United
States (section 863(e)). If such income is derived by foreign persons,
it is sourced entirely outside the United States. However, if the foreign
person derives international communications income from an office
or fixed place of business in the United States, all such income attribut
able to such office is treated as sourced entirely within the United States.
International communications income includes all income derived
from the transmission of communications or data from the United States to
any foreign country (or possession of the United States) and vice versa.
It includes income from the transmission of signals, images, and sounds
or from data transmitted by buried or underwater cable or by satellite.
Income derived from transmission of telephone calls between two coun
tries would be international communications income. Communication
between two points within the United States is not international com
munications income even though it is routed through a satellite located
in space. Such income also does not include income attributable to the
communication between a U.S. source and a vessel at sea or an airborne
plane outside the jurisdiction of any foreign country.

Natural Resources
Section 863(b) states that the income earned from inventory produced
by a taxpayer in one country and sold in another country (one of which
is the United States) is to be allocated between the countries. Because
section 864(a) states that produced includes, among others, extracted and
processed, this seems to indicate that income from natural resources
should be subject to allocation.
However, Treas. Reg. Sec. 1.863-1 (b) specifically states that the
income derived from the ownership or operation of any farm, mine, oil or
gas well, other natural deposit, or timber, located within the United
States, and from the sale by the producer of the products thereof within
or outside the United States, shall ordinarily be included in gross income
from sources within the United States. In other words, the location of
the deposit should determine the source of the income, regardless of
where the sale occurs. However, the Tax Court held in the case of a sale
of liquified natural gas produced in Alaska to two Japanese utilities, that
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the regulation was an invalid interpretation of section 863(b) and appor
tionment of gross income from the sale of natural resources between U.S.
and foreign sources was appropriated28
The same regulations also state that where “peculiar conditions of
production and sale” can be shown (but the regulations do not state
what may constitute peculiar), the district director may accept an appor
tionment of such income between countries.
Under the 1993 Tax Act, income from the sale of any unprocessed
timber that is softwood and was cut within the United States is treated as
U.S.-source income (section 865). Unprocessed timber includes any log,
cant, or similar form of timber. This provision was enacted because
Congress was concerned that the prior sourcing rules encouraged the
cutting of old-growth forests and fostered the “export” of U.S. milling
jobs outside the United States.

Partnership Income
Although there are no source-of-income rules strictly dealing with part
nership income, sections 701 through 708, which deal with the taxation
of partners and partnerships, provide guidance on this determination.
Under these sections, the general principle is that a partnership is a con
duit for the partners. Income, gains, expenses, and losses incurred by a
partnership retain their same character when recognized by the partners
(Treas. Reg. Sec. 1.702-1(b)).
By applying the same principle, the source of income in the hands of
the partnership determines the source of income for the partners, calcu
lated by dividing the partnership income into component parts and
applying the source-of-income rules of sections 861 through 865 to the
various parts. This general rule holds true regardless of whether a domes
tic or foreign partnership is involved.
An exception to this general rule exists for income received by a
partner from a partnership under section 707(c), relating to guaranteed
payments without regard to the income of the partnership, and under
section 707(a), regarding transactions with the partnership by a partner
in a capacity other than as partner. Such types of income from partner
ships are different because the income is not a distributive share of
28Phillips Petroleum, 97 T.C. 30 (1991).
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partnership income. The source of such income is determined without
regard to the income of the partnership. In the case of guaranteed pay
ments, the income would be sourced based on where the partner
performed the services related to such payments.

Income From S Corporations
Income or losses of a corporation making an election under subchapter
S are treated in a similar manner to those items realized by a partnership.
Section 1366(b) provides that the character of any item included in the
shareholder’s pro rata share of income has the same source as was realized
by the S corporation. Therefore, if the S corporation has either a foreignsource loss and income from U.S. sources or foreign'source income and a
U .S.-source loss, these items retain their separate sources and cannot be
netted against one another before being passed through to the share
holder.

Trust and Estate Income
The conduit principle discussed previously for partnership income also
should apply to determining the source of trust or estate income, because
distributions to beneficiaries from trusts or estates retain the same char
acter as they do in the hands of the trust or estate.
In the absence of a trust instrument specifically allocating classes of
income to different beneficiaries, the Internal Revenue Code states that
the classes of income for such trust and also for an estate shall be allo
cated pro rata to the beneficiaries based on the ratio of the total income
of that class to total distributable net income (sections 652(b) and
662(b)). Presumably this method would apply for determining the
sources of income for each beneficiary when the income of a trust or
estate is from sources both within and outside the United States.

Income Attributable to Certain Notional
Principal Contracts
Income from a notional principal contract is sourced by reference to the
residence of the taxpayer (Treas. Reg. Sec. 1.863'7(b)(l)). A notional
principal contract is defined in Treas. Reg. Sec. 1.863-7(a)(1) as “a finan
cial instrument that provides for the payment of amounts by one party to
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another at specified intervals calculated by reference to a specified index
upon a notional principal amount in exchange for specified considera
tion or a promise to pay similar amounts.” Both the notional principal
amount and each of the payments under the agreement must be denomi
nated in terms of the taxpayer’s functional currency.
Two exceptions apply to this sourcing rule. If a taxpayer who is a
U.S. resident owns a foreign qualified business unit (as defined in section
989(a)) that is the only active and material participant in negotiating
and acquiring the notional principal contract, the income from such
contract will be sourced using the residence of the qualified business unit
(Treas. Reg. Sec. 1.863-7(b)(2)). In addition, if the notional principal
income arises from the conduct of a U.S. trade or business, such income
will be sourced in the United States (Treas. Reg. Sec. 1.863-7(b)(3)).

Scholarships and Fellowship Grants
The source of a scholarship or fellowship grant is determined by the
payor’s residence (Prop. Treas. Reg. Sec. 1.863-1(d)). Scholarships
awarded by a U.S. citizen or resident, a domestic corporation, the United
States government, a State, or the District of Columbia are treated as
U.S.-source income unless the research activity is conducted outside the
United States by a nonresident alien.

Treaties
Many tax treaties have provisions that modify some of the source-ofincome rules stated in the Code. The specific source rules modified and
the purposes for modification vary by treaty. Some treaties modify the
source rules for purposes of the foreign tax credit calculations; others
modify the rules to limit the taxation of foreign persons or permanent
establishments on income from U.S. sources; still others modify source
rules for specific classes of income or to provide lower tax rates for classes
of income (such as royalties, interest, dividends, and wages).
The primary reason why some treaties modify the source-of-income
rules for purposes of the foreign tax credit is to help alleviate double tax
ation. The source of income is important in calculating the limitation of
the foreign tax credit and is determined strictly by U.S. laws. Situations
may arise in which a U.S. taxpayer pays creditable foreign taxes on
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certain income derived in a foreign jurisdiction but, for the treaty provi
sion, would be denied a foreign tax credit against U.S. income tax
imposed on that income because the income is not considered foreignsource income under U.S. laws (that is, the numerator of the foreign tax
credit limitation formula would be zero). By treating such income as for
eign-source income, the treaty permits the U.S. taxpayer to credit any
foreign income tax paid on that income against his or her U.S. tax liability.

Allocation and Apportionment of Expenses to
U.S.- and Foreign-Source Income
Once a taxpayer has determined gross income from sources within and
outside the United States, the next task is to deduct the allowable
expenses allocated to such income in order to compute taxable income
from sources within and outside the United States. The statutory author
ity for allocating expenses is found in sections 861(b), 862(b), and
863(a). The statutes, however, provide only very general statements,
which are inadequate for application to specific situations. Section
861(b) states, for example, that “there shall be deducted the expenses,
losses, and other deductions properly apportioned and allocated thereto
and a ratable part of any expenses, losses, or other deductions which can
not definitely be allocated to some item or class of gross income.”
Section 863(a) delegates power to the secretary of the Treasury to pre
scribe specific regulations to implement this general allocation statement
to fact-specific situations.
The first regulations dealing with the computation of taxable income
from sources within and outside the United States were issued in 1957
under Treas. Reg. Sec. 1.861-8, and they did little more than restate the
statute itself. For several years the Treasury attempted to revise Treas.
Reg. Sec. 1.861-8. Proposed regulations were first issued in August 1966.
They attracted considerable criticism and were withdrawn, and new reg
ulations proposed in June 1973 were also subsequently withdrawn. New
proposed regulations were issued in November 1976 and made final in
January 1977. In September 1987 proposed and temporary regulations
were issued to update the regulations for changes made in the Tax
Reform Act of 1986 and to implement new sections 864(e)(1) and
(e)(5). These rules were replaced by proposed and temporary regulations
issued in September 1988.
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The general objective of Treas. Reg. Sec. 1.861-8 is to allocate
deductions based on the factual relationships of an expenditure to, or its
identification with, gross income rather than the specific purpose of the
expenditure. Treas. Reg. Sec. 1.861-8(a)(2) states, as follows:
A taxpayer to which this section applies is required to allocate deductions to
a class o f gross income and, then, if necessary to make the determination
required by the operative section o f the Code, to apportion deductions within
the class of gross income between the statutory groupings o f gross income (or
among the statutory groupings) and the residual grouping o f gross income
[emphasis added].

All deductions must be allocated and apportioned using the rules of this
regulation unless the deduction is “not definitely related” to a class of
gross income, in which case the deduction is ratably apportioned to all
gross income.
A deduction that is determined to be definitely related to a class of
gross income must be allocated to and deducted from such income. A
class of gross income is defined to be the gross income to which a specific
deduction is definitely related and may consist of one or more items of
gross income listed in section 61 (for example, compensation for
services, gross income derived from business, gains derived from dealings
in property, interest, rents, royalties, dividends, alimony, annuities, and
distributive share of partnership gross income) (Treas. Reg. Sec. 1.8618(a)(3)). Classes of gross income are not predetermined but must be
determined on the basis of the deductions to be allocated.
A deduction is considered definitely related and therefore allocable
to gross income if it is incurred as “a result of, or incident to, an activity
or in connection with property from which the class of gross income is
derived” (Treas. Reg. Sec. 1.861-8(b)(2)). Deductions must be allocated
based on the factual relationship that exists between the deduction and
the class of gross income. The allocation is made to a class of gross
income whether or not there exists any income in such class for the
current taxable year or whether the deduction allocated exceeds the
gross income in such class.
Treas. Reg. Sec. 1.861-8(b)(1) states: “Although most deductions
will be definitely related to some class of a taxpayer’s total gross income,
some deductions are related to all gross income.” If a deduction is not
definitely related to a specific class of gross income, all of the taxpayer’s
gross income will be considered a single class of gross income for purposes
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of apportioning the deduction between statutory and residual groupings
of gross income. Examples of deductions that are not definitely related
are listed in Treas. Reg. Sec. 1.861-8(e)(9) and include medical
expenses, alimony, and real estate taxes on a personal residence.
The allocation of expenses to different classes of income becomes
important if the taxpayer is required by statute to determine taxable
income from specific sources or activities. The gross income from
a specific source or activity that must first be determined in
order to arrive at taxable income from such specific source or activity
is referred to as a “statutory grouping” of gross income (Treas. Reg.
Sec. 1.861-8(a)(4)). The specific section of the Code that requires
the determination of taxable income from specific sources or activities
and that gives rise to the statutory grouping is referred to as the
operative section. Gross income from sources or activities other than those
relating to the statutory grouping or groupings is referred to as the
residual grouping.
E xam ple 5 .1 0 . Section 9 0 4 (d )(1 )(A ) requires the taxpayer to make a sepa
rate foreign tax credit lim itation calculation for “passive incom e.” T he
income within this separate lim itation category constitutes a statutory
grouping o f income. A ll other income not within this separate lim itation
category (whether from U .S . sources or within a different separate lim itation
category) is the residual grouping in this calculation. In this exam ple, section
9 0 4 (d )(1 )(A ) is the operative section.

Deductions that have been allocated to a class of gross income must
be apportioned between the statutory and residual groupings within
that class of gross income (Temp. Treas. Reg. Sec. 1.861-8T(c)(1)).
If the class of gross income to which a deduction has been allocated
consists entirely of a single statutory grouping or the residual grouping,
there is no need to apportion that deduction. Deductions that are
definitely related to a class of gross income are to be apportioned
using a method that reflects the factual relationship between the deduc
tion and the grouping of gross income. Treas. Reg. Sec. 1.861-8(c)(l)
lists some of the relevant bases and factors for such apportionment:
•
•
•
•

Comparison of units sold
Comparison of the amount of gross sales or receipts
Comparison of costs of goods sold
Comparison of profit contribution
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Comparison of expenses incurred, assets used, salaries paid, space
utilized, and time spent that are attributable to the activities or
properties giving rise to the class of gross income
Comparison of the amount of gross income

A taxpayer may be required to apportion interest expense on the
basis of assets (Temp. Treas. Reg. Sec. 1.861-8T(c)(2)). A taxpayer may
apportion other expenses on the basis of assets, provided the method
reflects the factual relationship between the deduction and the groupings
of income. Apportionments based on assets may be made either on the
basis of tax book value or fair market value. Once a taxpayer chooses the
fair market value method, he or she must continue to use this method
unless the commissioner expressly allows for a change.
If a deduction is not definitely related to any gross income, the
deduction is apportioned ratably between the statutory grouping and the
residual grouping. The apportionment is based on the proportion of gross
income in the statutory grouping (residual grouping) to total gross
income (Treas. Reg. Sec. 1.861-8(c)(3)).

Allocation and Apportionment of
Certain Deductions
Treas. Reg. Secs. 1.861-8(e)(2) through (e)(12) provide special rules for
allocating and apportioning the following deductions:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Interest
Research and experimental expenditures
Stewardship expenses attributable to dividends received
Legal and accounting fees and expenses
Income taxes
Losses on the sale, exchange, or other disposition of property
Net operating loss deduction
Deductions that are not definitely related
Special deductions
Charitable contributions

The deductions for personal and dependency exemptions are not taken
into account for purposes of allocation and apportionment under Treas.
Reg. Sec. 1.861-8.
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Section 864(e)
Congress enacted section 864(e) in the Tax Reform Act of 1986 to
provide additional rules for allocating interest and other deductions. The
primary intent behind Congress’s enactment of these rules was to treat
affiliated groups of corporations as one taxpayer in making apportion
ments of non-definitely related expenses (section 864(e)(1)) and to
prohibit the use of the gross income method of allocating interest
(section 864(e)(2)).
Section 864(e)(3) further provides that tax-exempt assets (and
income from such assets) are not to be taken into account in allocating
or apportioning any deductible expense. Stock that generates dividend
income eligible for the dividends-received deduction under section 243
is treated as a tax-exempt asset to the extent of the dividends-received
deduction (that is, 70-percent of the stock is considered a tax-exempt
asset if the corporation owns less than 20-percent of the value or voting
power of the stock, and 80-percent of the stock is considered tax-exempt
if the corporation owns 20-percent but less than 80-percent of the value
or voting power of the stock).
Section 864(e)(4) requires that if the “tax book value” method of
apportionment is used, the basis in the stock of a 10-percent- (but less
than 80-percent-) owned domestic corporation and in the stock of a
10-percent-or-more-owned foreign corporation must be increased by the
amount of (or reduced by the deficit in) earnings and profits of the
corporation attributable to that stock and accumulated during the period
the taxpayer held it.
Finally, Section 864(e)(6) states that expenses other than interest
that are not directly allocable and apportioned to any specific incomeproducing activity shall be allocated and apportioned as if all members of
the affiliated group were a single corporation. (This rule is referred to as
the one taxpayer rule.)
The secretary of the Treasury is authorized to write regulations to
carry out the purposes of section 864(e). Interestingly, the proposed and
temporary regulations for these sections were issued under Treas. Reg.
Sec. 1.861 because the Treasury believed that taxpayers looking for guid
ance on these issues would turn to this regulation first.
The proposed and temporary regulations issued to implement section
864(e) have been controversial, and future changes are likely.
Compliance with these rules is administratively burdensome, and these
rules require significant record keeping by the taxpayer.
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Interest Expense
Significant changes were made to the allocation of interest expense in
the Tax Reform Act of 1986. These changes reflect Congress’s concern
that the interest allocation and apportionment rules were being manipu
lated to apportion the maximum interest expense against U.S.-source
income. In addition to section 864(e), the allocation and apportionment
of interest is subject to Temp. Treas. Reg. Sec. 1.861-8T(e)(2) and Temp.
Treas. Reg. Secs. 1.861-9T through 1.861-13T. The principles on which
these rules are based can be summarized as follows:
1.

2.
3.

4.

5.

In general, money is fungible and interest expense is attributable to
all activities and property regardless of any specific purpose for incur
ring an obligation on which the interest is paid.
All activities and property require funds, and management has a
great deal of flexibility as to the source and use of funds.
Creditors of a taxpayer normally subject money advanced to a tax
payer to the risk of the taxpayer’s entire activities and look to the
general credit of the taxpayer for payment of the debt.
Money borrowed for a specific purpose will free funds for other pur
poses, and it is reasonable to attribute part of the cost of borrowing
to such other purposes.
In general, the aggregate of deductions for interest is considered
related to all income-producing activities and properties of the tax
payer and, thus, is allocable to all the gross income that the
activities and properties generate, have generated, or could reason
ably have been expected to generate.

Allocation and Apportionment of Interest Expense

The general rules applying to the allocation and apportionment of inter
est expense are found in Temp. Treas. Reg. Sec. 1.861-9T. For purposes of
this regulations section, interest expense includes any expense that is
deductible under section 163 (including original issue discount). The
term interest as it is used in this section refers to the gross amount of
interest expense incurred by a taxpayer in a given tax year. Temp. Treas.
Reg. Sec. 1.861-9T(b) lists certain interest equivalents that are treated as
interest expense for purposes of allocation and apportionment.
The apportionment of interest expense must, in most cases, be based
on the asset method (Temp. Treas. Reg. Sec. 1.861-8T(c)(2)).
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Apportionment under the asset method may be based on either tax book
value or fair market value (Temp. Treas. Reg. Sec. 1.861- 9T(g)(ii)). The
fair market value method must be used by all related parties (as defined in
section 267(d)) if one of the parties makes the election. The fair market
value election cannot be revoked without the permission of the commis
sioner of internal revenue.
Under the asset method, assets are attributed to statutory groupings
based on the source and type of income they generate, have generated, or
may reasonably be expected to generate (Treas. Reg. Sec. 1.861-9(g)(3)).
The physical location of the assets is irrelevant to the determination.
Assets involved in the production of inventory must be categorized based
on the sourcing rules for each sale of inventory.
Assets are valued under either method by taking the average of tax
book value or fair market value at the beginning and end of the tax year
(Temp. Treas. Reg. Sec. 1.861-9T(g)(i)). A qualified business unit of a
domestic corporation may compute the average values in units of its
functional currency and translate the values into dollars using the
exchange rate on the last day of the taxpayer’s taxable year (Temp. Treas.
Reg. Sec. 1.861-9T(g)(2)(ii)). Special valuation rules apply to an affili
ated group that elects to use the fair market value method of
apportionment (Temp. Treas. Reg. Sec. 1.861-9T(h)).
E xam ple 5 .1 1 . Domestico, a U .S . corporation, reports an interest expense of

$150,000 for 1995. Dom estico apportions its expenses using the tax book
value method. T he average tax book value o f its assets is $3.6 million. Assets
with an average book value o f $3 m illion generated domestic-source income
during 1995, and assets with an average tax book value of $600,000 gener
ated foreign-source general lim itation incom e as defined by section
9 0 4 (d )(l)(I). T he $150,000 interest expense will be apportioned $125,000
to dom estic-source incom e ($3,000,000/$3,600,000 X $ 150,000) and
$25,000 to foreign-source general lim itation income ($600,000/$3,600,000
X $150,000).29
E xam ple 5 .1 2 . Assum e the same facts as in exam ple 5.11 except that

Dom estico apportions its interest expense on the basis o f the fair market
value of its assets. Domestico’s total assets have a fair market value o f $4 million,
o f which $3.2 m illion generates domestic-source incom e and $800,000 gen
erates foreign-source general lim itation income. T h e interest expense will
be apportioned $120,000 to dom estic-source incom e ($3,200,000/

29Temp. Treas. Reg. Sec. 1.861-9T(g)(1)(v), example (1).
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$4,000,000 X $150,000) and $30,000 to foreign-source general lim itation
income ($800,000/$4,000,000 X $150,000).30

Asset Classification for Purposes of Apportionment

For purposes of making the interest apportionment, assets are divided
into the following three groups (Temp. Treas. Reg. Sec. 1.861-9T(g)(3)):
1.

2.

3.

Single-category assets—assets that generate income that is exclusively
within a single statutory grouping or residual grouping. These assets
are directly attributable to the relevant statutory or residual grouping.
Multiple-category assets—assets that generate income within more
than one grouping of income (statutory or residual). The value of
each asset is prorated among the groupings of income based on the
proportion of gross income generated by it within each relevant
grouping.
Assets without identifiable yield—assets that produce no directly iden
tifiable income yield or that contribute equally to the generation of
all the income of the taxpayer (for example, assets used in general
and administrative functions). The value of each of these assets
must be identified, but these assets are not taken into account in
determining the ratio of assets within the groupings of income
because prorating the value of these assets will not alter the ratio.

Assets Producing Exempt Income

Exempt income is taken into account in allocating deductions that are
definitely related to separate classes of gross income (Temp. Treas. Reg.
Sec. 1.861-8T(d)(2)(i)(A )). Assets producing exempt income are not
taken into account in apportioning deductions for expenses that are defi
nitely related and allocable to a class of gross income consisting of
multiple groupings of income or to all gross income (Temp. Treas. Reg.
Sec. 1.861-8T(d)(2)(i)(B)).
Exempt income is defined as income that is, in whole or in part,
exempt, excluded, or eliminated for federal tax purposes (Temp. Treas.
Reg. Sec. 1.861-8T(d)(2)(ii)(A)). Exempt assets are any assets produc
ing such income. Exempt assets include stock that produces dividends
eligible for the dividends-received deduction under section 243(a)(1) or
30Temp. Treas. Reg. Sec. 1.861-9T(g)(1)(v), example (2).
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(2)
and section 245(a). Such stock is exempt to the extent of the
amount of dividends deductible (70-percent or 80-percent). Exempt
assets do not include assets producing income of a foreign person that is
not effectively connected to a U.S. trade or business, income of a posses
sions corporation for which a section 936 credit is taken, and gross
income of a DISC or ESC used to compute combined taxable income
with a related supplier. The application of these rules is illustrated in the
following exampled:31
E xam ple 5 .1 3 . Domestico, a U .S . corporation, owns 100-percent o f Forco, a
foreign corporation, and 49-percent o f Am erico, a dom estic corporation.
N either Forco nor A m erico has retained earnings and profits. In 1995,
Dom estico reported interest expense o f $60,000. Domestico apportions its
interest expense on the basis o f the fair market value o f its assets. T h e fair
market value o f its assets was $1.5 million, which included $100,000 o f taxexem pt municipal bonds and the stock of Am erico, which had a value of
$500,000. A ll o f Dom estico’s assets generated domestic-source income. T he
stock investm ent in Forco had a fair market value o f $2 million. T h e assets
o f Forco generated solely foreign-source general lim itation income. N o por
tion o f D om estico’s interest expense was directly allocable solely to identified
property within the m eaning of Temp. Treas. Reg. Sec. 1.861-10T.
In the apportionm ent o f interest using the asset method, Domestico
must exclude assets that generate exem pt, eliminated, or excluded income.
T he municipal bonds are not taken into account because they generate
exem pt income. Because Dom estico is entitled to deduct 80-percent o f any
dividends received from A m erico under section 243, 80-percent o f the value
of the Dom estico stock ($400,000) is not taken into account as an asset for
purposes o f apportioning the interest expense. Therefore, the value of 20percent o f the A m erico stock ($100,000) is included in the apportionment.
T he value o f the remaining domestic source assets included in the com puta
tion is $900,000.
Domestico apportions its interest expense to the statutory grouping
o f foreign-source general limitation income by multiplying the interest
expense ($60,000) by the ratio of the fair market value of the assets that
produce taxable foreign-source general lim itation income ($2 m illion)
over total worldwide assets that do not produce tax-exem pt income ($2
million + $100,000 + $900,000 = $3 million). The interest expense apportioned
to the foreign-source general lim itation income is $40,000 ($60,000 X
$2,000,000/$3,000,000). T he remaining interest expense is apportioned to the
residual grouping of domestic-source income ($60,000 X $l,000,000/$3,000,000).

31Temp. Treas. Reg. Sec. 1.861-8T(g), example (24)(ii).
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Allowable Interest Deductions

The interest allocation and apportionment rules apply only to interest
expense that is currently deductible (Temp. Treas. Reg. Sec. 1.8619T(c)). The rules do not apply to interest that is disallowed, suspended,
or capitalized. Disallowed interest is not allocated or apportioned.
Examples of disallowed interest would be interest described in section
163(h) (disallowed personal interest) and section 265 (interest related to
tax-exempt income). Interest required to be capitalized under section
263A is not deductible interest. Interest that is capitalized in inventory
or depreciable property is not separately allocated and apportioned when
the inventory is sold or the property is depreciated. Capitalized interest is
effectively allocated and apportioned as part of the cost of goods sold or
depreciation deduction itself.
Suspended interest would be interest treated under section 163(d)
(investment interest) and section 469 (interest allocated to a passive
activity loss). In the case of suspended interest for passive activity losses
(PALs), the amount of interest expense suspended is computed by multi
plying the suspended passive activity loss by the ratio of passive interest
expense over total expenses related to the passive activity. The amount
of suspended interest expense that is deductible in a subsequent year is
computed by multiplying the portion of cumulative suspended passive
activity loss by the ratio of the portion of the cumulative suspended pas
sive activity loss that is deductible in the current year over the
cumulative suspended passive activity loss for the prior taxable years.
E xam ple 5 .1 4 . O n January 1, 1993, Anderson, a U .S . citizen, invested in a
passive activity. In 1993, the activity generated $100 o f passive losses and no
passive income. T he entire $100 o f passive losses was suspended for 1993.
Included in the PAL was $10 of interest expense. In 1994 the passive activity
generated $50 in passive income and $150 in passive losses, which included
$30 o f interest expense. T he entire $100 o f PAL was suspended in 1994,
including $20 o f the interest expense ($100 X $30/$150). In 1995 the pas
sive activity generated $100 o f passive income and no passive losses. O ne
hundred dollars o f A nderson’s cumulative PAL o f $200 is deductible in 1995.
T he deduction would include $15 o f the cumulative suspended interest
deduction o f $30 ($30 X $100/$200). T he $15 interest expense is appor
tioned as though it were incurred in 1995.32

32T emp. Treas. Reg. Sec. 1.861-9T(c)(iii).
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Apportionment Rules for Individuals, Estates, and
Certain Trusts

Special apportionment rules apply to individuals, estates, and complex
trusts that are beneficially owned by individuals (Temp. Treas. Reg. Sec.
1.861-9T(d)). All deductible interest is allocated to domestic-source
income if an individual’s foreign-source income (including income
excluded under section 911) does not exceed $5,000. Interest that is sep
arately characterized under section 163(h)(2) is subject to the following
separate apportionment rules:
1.

2.
3.

4.

Interest incurred in the conduct of a trade or business (section
163(h)(2)(A)) is apportioned based on an asset method using the
individual’s business assets.
Investment interest (section 163(h)(2)(B)) is apportioned based on
the individual’s investment assets.
Passive activity interest (section 163(h)(2)(C)) is apportioned
based on the individual’s passive activity assets. Passive activity
interest allocated to an individual from a partnership is subject to
special rules applicable to partnerships.
Qualified residence interest (section 163(h)(2)(D)) and deductible
personal interest are allocated based on a gross income method that
includes business, passive activity, and investment income, but
excludes income that is exempt under section 911.
Exam ple 5 .1 5 . Olson, a U .S . citizen, is engaged in the active conduct o f a
business as sole proprietor. O lson’s business generates only domestic-source
income. Her stock portfolio generated both domestic-source and foreignsource general lim itation income. O lson’s adjusted basis in the stock that
generates domestic-source income was $40,000, and her adjusted basis in the
stock that generates foreign-source income was $60,000. O lson incurred
$10,000 o f qualified residence interest and $4,000 o f other interest, which was
divided equally between her business and her investment portfolio. O lson’s
gross income for the year before any interest apportionment was $50,000 from
her business, $4,000 o f domestic-source investment income, and $6,000 of
foreign-source investment income. She would apportion the interest expense
between domestic- and foreign-source income for purposes o f computing
the foreign tax credit limitations under section 904(d) as follows:

1.

T h e $2,000 interest attributable to her business would be apportioned
entirely to dom estic-source income because the business assets gener
ate only domestic-source income.
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2.

T h e $2,000 o f interest expense attributable to investm ent income
would be apportioned based on the tax-adjusted bases o f the assets
that produce domestic-source and foreign-source passive income. A s a
result, 40-percent o f the $2,000 ($800) would be apportioned to
domestic-source incom e and 60-percent o f the $2,000 ($1,200) would
be apportioned to foreign-source passive income.

3.

T h e $10,000 o f qualified residence interest is apportioned based on
O lson’s gross income. O lson has a total gross incom e o f $60,000,
$54,000 o f which is domestic-source and $6,000 o f which is foreignsource passive income. Sh e would apportion 54/60 o f the $10,000
($9,000) to domestic-source income and 6/60 o f the $10,000 ($1,000)
to foreign-source passive income.

Interest expense incurred by a nonresident alien is considered con
nected with income effectively connected with a U.S. trade or business,
but only to the extent the interest expense is incurred with respect to lia
bilities that are entered on the books and records of the U.S. trade or
business when incurred or are secured by assets that generate such effec
tively connected income. Interest expense incurred by a nonresident
alien will not be considered effectively connected with a U.S. trade or
business to the extent the liabilities on which the interest is incurred
exceed 80-percent of the gross assets of the U.S. trade or business.
Estates and complex trusts that are beneficially owned by an individ
ual are treated in the same manner as individuals, except the $5,000 de
minimis rule does not apply to trusts.
Special Apportionment Rules for Partnerships

Special apportionment rules also apply to partnerships (Temp. Treas. Reg.
Sec. 1.861-9T(e)). A partner’s distributive share of interest expense that
is not directly allocated to identified property under Temp. Treas. Reg.
Sec. 1.861-10T generally is subject to apportionment at the partner’s level,
after taking into account the partner’s allocable share of partnership
assets and income-producing activities. A partner’s percentage interest in
a partnership and a partner’s pro rata share of partnership assets are
determined by the partner’s interest in partnership income for the year.
A corporate partner with a partnership interest of 10 percent or
more apportions its distributive share of partnership interest expense by
reference to its total assets, including its pro rata share of partnership
assets. The apportionment of its distributive share of partnership interest
is subject to the special rules of Temp. Treas. Reg. Sec. 1.861-9T(f) relat
ing to corporations.
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Individual partners who are general partners or who are limited part
ners with a direct or indirect partnership interest of 10 percent or more
are subject to the apportionment rules of Temp. Treas. Reg. Sec. 1.8619T(d) on their distributive share of partnership interest. Such persons
must classify their distributive share of partnership interest as interest
incurred in an active trade or business, as passive activity interest, or as
investment interest. In making the apportionment under Temp. Treas.
Reg. Sec. 1.861-9T(d), the individual partner must take into account his
or her pro rata share of the partnership’s assets or gross income. If the
asset method is used, the individual partner uses the partnership’s basis
for the assets if the tax-adjusted basis method is used and uses the fair
market value of the assets if the fair market value method is used.
A less-than-10-percent limited partner or a less-than-10-percent cor 
porate partner allocates his or her share of partnership interest expense
directly to his or her distributive share of partnership gross income. The
interest expense must be apportioned in accordance with the partner’s
distributive share of partnership income that is classified into statutory
and residual groupings (for example, foreign-source income in each foreign
tax credit limitation category and domestic'source gross income). The
partnership gross income will be considered passive income in most cases.
In allocating other interest expense, a partner using the asset method
will use the basis or fair market value of the partnership interest, not the
partner’s pro rata share of the partnership assets.
Special Apportionment Rules for Corporations

Corporations are subject to the special apportionment rules in Temp.
Treas. Reg. Sec. 1.861-9T(f). Domestic corporations must apportion
interest expense using the asset method. If a domestic corporation has a
foreign branch, the domestic corporation must take the assets of the for
eign branch into account and combine its own interest expense with any
deductible interest expense incurred by the branch. The branch will con
tinue to compute its currency gain or loss under section 987 by taking
into account only its separate income.
Example 5 .1 6 . Orchid Inc., a dom estic corporation, operates a branch in a
foreign country. T he corporation has dom estic-Source gross income o f $1,000
and gross foreign-Source general lim itation income o f $500, without regard
to the branch. Orchid Inc. incurred $200 of interest expense. It has a taxadjusted basis o f $6,000 in its assets generating domestic-source income and
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a tax-adjusted basis o f $1,000 in its assets generating foreign-source general
lim itation income. T h e branch earned $500 of gross foreign-source general
lim itation income and incurred $100 o f interest expense. T h e tax-adjusted
basis of its assets was $3,000. T he interest expense o f Orchid Inc. and its
branch is combined ($300) and is apportioned between domestic- and for
eign-source general lim itation income based on the combined tax-adjusted
bases o f the assets o f Orchid Inc. and its branch. Therefore, 60 percent o f the
interest expense ($180) is apportioned to domestic-source income ($300 X
$6,000/$10,000), and 40 percent ($120) is apportioned to foreign-source
general lim itation income ($300 X $4,000/$ 10,000).

Special Allocations of Interest Expense

Reference has been made to special rules that allow a taxpayer to deduct
interest expense directly against income generated by the assets that
were acquired with certain types of debt instruments. These direct allo
cation rules are described in Temp. Treas. Reg. Sec. 1.861-10T and are
exceptions to the complete fungibility-of-money concept. In general,
interest expense on “qualified nonrecourse indebtedness” is directly allo
cable solely to the gross income generated by the assets acquired,
constructed, or improved with the proceeds of such indebtedness.
Qualified nonrecourse indebtedness is defined to be debt that meets the
following criteria:
1.

2.
3.

4.

The indebtedness on which the interest was paid was specifically
incurred for the purpose of purchasing, constructing, or improving
identified property that is either depreciable tangible personal prop
erty or real property with a useful life of more than one year, or for
the purpose of purchasing amortizable personal property with a useful
life of more than one year.
The proceeds of the borrowing were actually applied to purchase,
construct, or improve the identified property.
The creditor can look only to the specific property (or any lease or
other interest therein) as security for the payment of the principal
and interest on the loan.
It may be reasonably assumed that the cash flow on or from the
property will be sufficient in each year of ownership to fulfill the
terms and conditions of the loan agreement with respect to the
amount and timing of payment of principal and interest. Cash flow
does not include revenue derived from activities such as sales, labor.
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services, or the use of other property or the performance of services
that are not ancillary and subsidiary to the use of the property.
Ancillary and subsidiary expenses would include security, mainte
nance, and utilities provided to tenants of a building.
There are restrictions in the loan agreement on the disposal or use of
the property consistent with the assumptions described in 3 and 4.

Qualified nonrecourse indebtedness does not include a transaction
that lacks economic significance or involves cross-collateralization,
credit enhancement, the purchase of inventory, or the purchase of any
financial asset, or constitutes qualified residence interest. Th ese excep
tions are more fully explained in the regulations under Temp. Treas. Reg.
Sec. 1.861-10T.
The direct allocation rules of Temp. Treas. Reg. Sec. 1.861-10T also
do not apply to debt incurred between related persons or debt incurred
from an unrelated person for the purpose of purchasing property from a
related person. A related person is defined as in section 267(b) with the
modifications prescribed by Temp. Treas. Reg. Sec. 1.861-8T(c)(2).
Interest on identified property that is leased to a related person is not
subject to the qualified nonrecourse indebtedness rules to the extent of
the proportion of the property leased to the related person.
Special interest allocation rules apply when there is debt between a
U.S. shareholder and its controlled foreign corporation. These rules,
which are described in Treas. Reg. Sec. 1.861-10(e), are discussed in
chapter 8.

Special Rules for Allocating and Apportioning Interest
Expense of an Affiliated Group of Corporations

Temp. Treas. Reg. Sec. 1.861-11 T implements sections 864(e)(1) and
(5), which require an affiliated group of corporations to allocate and
apportion expenses on a single-taxpayer basis. Sections 864(e)(1) and
(5) apply to the computations required under the following sections:
1.
2.
3.

Section 904 (computation of the foreign tax credit limitation)
Section 907 (computation of the foreign tax credit limitation for
certain oil and gas income)
Sections 921-927 and 991-997 (computation of the combined tax
able income of a related supplier and a FSC or a DISC)
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Sections 864(e)(1) and (5) do not apply to the computation of sub
part F income of controlled foreign corporations under sections 951
through 964, the computation of combined taxable income of a possessions
corporation and its affiliates under section 936, or the computation of
effectively connected income of foreign corporations under section 882.
The general rule of Temp. Treas. Reg. Sec. 1.861-11 T is that taxable
income of each member of an affiliated group within each statutory
grouping shall be determined by allocating and apportioning the interest
expense of each member according to apportionment fractions that are
computed as if all members of the group were a single corporation. Stock
in affiliated corporations is not counted in the apportionment fraction.
Interest expense is treated as definitely related and allocable to all the
gross income of the members of the group using all of the assets of all
members of the group.
The term affiliated group is defined in Temp. Treas. Reg. Sec. 1.86111T(d) and has the same meaning as in section 1504, except that the
exception excluding possessions corporations (section 1504(b)(4)) is dis
regarded. In general, an affiliated group exists when a common parent
corporation directly owns 80 percent of the voting power and value of
another corporation and the remaining chain of corporations is con
nected through the collective ownership of members of the group
meeting the same 80-percent-ownership test. The temporary regulations
also provide that the ownership test can be satisfied either directly or
indirectly. Life insurance companies are included in the definition only if
the parent corporation elects to include the company in its consolidated
tax return. Members of the group that are financial corporations (corpora
tions described in section 581 that conduct business primarily with
unrelated persons) are treated as a separate affiliated group. (Stock in
such corporations is not taken into account in the apportionment for
mula used by the other members of the group.) A foreign corporation
will be included in the affiliated group if the 80-percent-ownership test is
met and if more than 50-percent of its gross income is effectively con
nected with the conduct of a U.S. trade or business. All of the assets and
interest expense of the foreign corporation are taken into account if 80percent of its gross income is effectively connected income. A proration
of assets and interest expense is required when the percentage of effec
tively connected income is between 50-percent and 80-percent.
The indebtedness of a member borrower is not considered an asset of
the member lender. A member borrower must allocate interest expense
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incurred on loans from a member lender in the same manner as unrelated
person interest expense using the group apportionment fractions com
puted under the special interest apportionment rules applying to
corporations (Temp. Treas. Reg. Sec. 1.861-9T(f )). The member lender
will characterize the related party interest income in the same class of
gross income as the class of gross income from which the member bor
rower deducts the related person interest expense. Back-to-back loans
(member to nonmember to member) are subject to the related party
indebtedness rules.
E xam ple 5 .1 7 . Parentco, a domestic corporation, is the parent o f Subco, a
dom estic corporation. Parentco and Subco constitute an affiliated group for
purposes o f the interest apportionm ent rules. Included in Parentco’s assets is
a note from Subco for $100,000. Because the com panies are members o f the
same affiliated group, the note is not considered an asset in the apportion
m ent o f interest. T h e apportionm ent fractions computed by the affiliated
group are 50-percent domestic-source income, 40-percent foreign-source
general lim itation gross income, and 10-percent foreign passive gross
income. Subco will deduct its related person interest expense using these
apportionm ent fractions. Assum ing Parentco received $10,000 of related
party interest income from Subco, Parentco will characterize the income as
$5,000 domestic, $4,000 foreign-source general lim itation, and $1,000
foreign passive.33

When the apportionment of interest expense for purposes of deter
mining the foreign tax credit limitations results in a loss in a specific
limitation category and the affiliated group does not file a consolidated
tax return, such loss is deductible against other limitation category
income by the separate member. However, a corresponding amount of
income of other members in the same limitation category as the loss
must be recharacterized as the limitation income against which the
member deducted the loss. These complex rules are described in detail in
Temp. Treas. Reg. Sec. 1.861-11 T(g).
Adjustments for Certain Assets

Taxpayers using an asset method of apportionment are subject to special
characterization and adjustment rules for investments in 10-percentowned corporations, controlled foreign corporations, and noncontrolled
33Temp. Treas. Reg. Sec. 1.861-11 T(e)(4), example (1).
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section 902 corporations in apportioning interest and other expenses to
income into various separate limitation categories for the computation of
foreign tax credit limitation under section 904(d) (Temp. Treas. Reg.
Sec. 1.861-12T).
All corporate taxpayers using an asset method for apportioning inter
est and other expenses are required to increase the basis of stock in
nonaffiliated 10-percent-or-more-owned corporations to reflect changes
in the nonaffiliated corporation’s earnings and profits while the taxpayer
held the stock (Temp. Treas. Reg. Sec. 1.861-12T(c)(2)). This adjust
ment can be positive or negative and is made on an annual basis. A
10-percent-Owned corporation is defined as any corporation that is not part
of the affiliated group and in which the corporate taxpayer owns directly
or indirectly 10-percent or more of the total combined voting power of
all classes of stock entitled to vote.
For a taxpayer using the tax book value method of apportioning
interest and other expenses, the adjusted basis of any directly owned
stock of a 10-percent-owned corporation is increased (decreased) by the
increase (decrease) in the earnings and profits of such corporation attrib
utable to such stock and accumulated during the period the taxpayer (or
members of its affiliated group) held 10-percent or more of the stock.
The earnings and profits of a first-tier 10-percent-owned corporation
must take into account that corporation’s pro rata share of any lower-tier
10-percent-owned corporation’s earnings and profits. The calculation
begins with the lowest tier and works up to the first tier. Earnings and
profits are defined in section 312 in the case of a domestic corporation
and section 902 in the case of a foreign corporation (see chapter 11 for a
more in-depth discussion of earnings and profits). In the case of a foreign
corporation that meets the definition of a qualified business unit and has
a functional currency other than the U.S. dollar, earnings and profits are
translated into U.S. dollars using the translation rate on the last day of
the taxpayer’s taxable year. This translation is done on an annual basis.
E xam ple 5 .1 8 . Holdco, an affiliated group, owns 20-percent o f the stock of

Bankco, which owns 50-percent o f the stock o f A TM Inc. H oldco uses the
tax book value m ethod o f apportioning interest expense. Its basis in the
Bankco stock is $1,000 at its year-end. During the period in which H oldco
owned the Bankco stock, Bankco had undistributed earnings and profits of
$80 and A TM Inc. had undistributed earnings and profits o f $40. For pur
poses o f increasing its basis in the Bankco stock, H oldco includes $4 of A TM
Inc.’s earnings and profits (20% X 50% X $40) and $16 o f Bankco’s earnings
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and profits (20% X $80). For purposes of making the interest apportion
ment, H oldco’s tax book value o f Bankco stock is considered to be $ 1,020
($1,000 + $16 + $ 4 ).34

Taxpayers using the fair market value method of apportionment are
not required to adjust the stock basis of 10-percent-owned corporations
because the fair market value of the stock is considered to reflect retained
earnings and profits.
Special apportionment rules apply in characterizing the stock of a
controlled foreign corporation (CFC) as an asset in the separate limita
tion categories for purposes of computing the foreign tax credit
limitations under section 904(d). In general, if the tax book value
method of apportionment is used, the basis of the CFC stock that is allo
cated to each separate limitation category is based on the source of
income produced by the underlying assets of the CFC. These lookthrough rules apply to lower-tier subsidiaries of the CFC. (This chain
rule requires that the analysis begin with the lowest-tier subsidiary and
work upward.) The look-through rule applies to domestic corporations
that are owned more than 50-percent but less than 80-percent. A por
tion of this stock will be exempt to the extent the dividends-received
deduction applies to dividends paid by the corporation.
The tax book value of stock in each separate noncontrolled section
902 corporation, as increased or decreased for the appropriate change in
earnings and profits, is attributable solely to each noncontrolled section
902 limitation category for purposes of computing the foreign tax credit
limitation applicable to each such category.
Planning Implications of the Interest Apportionment Rules

Multinational companies may now find it advantageous to have the for
eign subsidiary incur debt (quite the opposite from the perceived abuse of
having the U.S. parent incur the debt). Interest paid to a foreign lender
may reduce foreign taxable income (thus reducing the foreign tax paid
and any excess credit position). The higher the tax imposed by the for
eign host country, the potentially more advantageous it becomes (all
things being equal) to borrow money in that country.

34Temp. Treas. Reg. Sec. 1.861-12T(c)(2)(vii), example (1).
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Research and Experimental Expenditures
Deductible expenditures for research and experimentation are consid
ered to be definitely related to the class of gross income that evolved
from the properties or processes created by such research and experimen
tation. Under Treas. Reg. Sec. 1.861-8(e)(3), the types of gross income
on which allocation is based include gross income from the following
transactions:
1.
2.
3.
4.

The sale or rental of tangible property or the performance of services
with respect to intangible property
The lump-sum sale of intangible property
The licensing or other use of intangible property
The receipt of dividends from a corporation the stock of which was
acquired for intangible property in a tax-free exchange or from a
corporation to which intangible property was transferred as a contri
bution to capital

Deductible expenditures for research and experimentation (R&E)
are considered to be definitely related to all items of gross income as a
class (including income from sales, royalties, and dividends) that are rea
sonably connected with the relevant broad product category
(or categories). Existing regulations (Treas. Reg. Sec. 1.8618(e)(3)(i)(B )) require allocation to two-digit SIC code product
categories. Under proposed regulations issued in May 1995, the taxpayer
can elect to allocate R&E to three-digit SIC code product categories
(Prop. Treas. Reg. Sec. 1.861-8(e)(3)(i)(B)). Categories may be
aggregated where research and experimentation is connected with more
than one product category; however, categories in the list may not be
subdivided for the purpose of allocation and apportionment. Research
and experimentation not clearly associated with any product category
(or categories) will be considered conducted with respect to all the
taxpayer’s product categories.3
5
An exception to this allocation arises when a political entity imposes
legal requirements with respect to improvement or marketing of specific
products or processes, and research and experimentation undertaken to

35Individual products contained in each category are listed in the Executive Office of
the President, Office of Management and Budget, Standard Industrial Classification
Manual (Washington, D.C.: U.S. Government Printing Office, 1987) (or later edition,
as available).
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meet these requirements is not expected to generate gross income
(beyond de minimis amounts) outside a single geographic source. In such
cases, deductions for research and experimentation are allocable only to
the grouping(s) of gross income within that geographic source as a class
(section 864(f)(1)(A) an d Treas. Reg. Sec. 1.861-8(e)(3)(i)(B)).
The apportionment rules for research and experimental expenditures
have been subject to several moratoriums and special exclusive appor
tionment provisions during the 1980s and 1990s. For the first taxable
year beginning before August 1, 1994, research and experimental
expenses, other than those incurred to meet legal requirements, are allo
cated 50-percent to the place of performance (for example, 50-percent
of U.S.-incurred research and experimental expenses is allocated against
U.S.-source income). The remaining research and experimental
expenses are allocated and apportioned either on the basis of sales or
gross income. This provision, enacted by the 1993 Tax Act, expires after
one tax year (section 864(f) 1(B)). Proposed regulations issued in May
1995 would incorporate this 50-percent allocation rule into the regula
tions, replacing the existing 30-percent exclusive allocation rule (Prop.
Treas. Reg. Sec. 1.861-8(e)(3)(ii)). For taxable years beginning after
August 1, 1989, and before August 2, 1994, 64-percent of the expen
ditures attributable to activities conducted in the United States is
allocated and apportioned to U.S.-source income. Conversely, 64-per
cent of qualified research expenditures attributable to activities
conducted outside the United States is allocated and apportioned to
income from outside the United States.
Research and experimental expenditures that are not subject to
exclusive apportionment are apportioned on the basis of either gross
sales or gross income. If the income method is used, the amount appor
tioned to foreign-source income can be no less than 30-percent of the
amount that would have been apportioned to foreign-source income had
the sales method been used (section 864(f)(1)(C)). These apportion
ment methods are discussed in Treas. Reg. Sec. 1.861-8(e)(3).
Sales Method

Under the current regulation, taxpayers must apportion research and
experimental expenses under the sales method unless they can qualify for
the optional gross income method. The sales method requires an exclu
sive apportionment if certain conditions are met. This exclusive
apportionment rule applies only to those taxable years (or parts of tax
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able years) not subject to a statutory exclusive apportionment rule. (For
example, the exclusive apportionment rule under section 864(f) overrides the exclusive apportionment rule in the regulations.)
Under the exclusive apportionment rule prescribed in the regulations,
a taxpayer determines if there is a geographic location at which expendi
tures for the performance of research and experimentation activities
exceed 50-percent of total expenditures for research and experimenta
tion activities from all geographic locations. If such a location does not
exist, no part of the deduction will be apportioned using the exclusiveapportionment method. If such a location does exist, the taxpayer
apportions an amount equal to 30-percent of such deductible expendi
tures for research and experimentation to the statutory grouping of gross
income or the residual grouping of gross income arising from the geo
graphic location at which the research and experimentation activities
that account for more than 50-percent of total expenditures were per
formed (Treas. Reg. Sec. 1.861-8(e)(3)(ii)).
The regulations justify exclusive apportionment as reflecting the
view that research and experimentation is often most valuable in the
country where it is performed for two reasons. First, whereas research and
experimentation may benefit a broad product category consisting of
many individual products, only some of those products may be sold in a
foreign market as compared to selling all of the products in the domestic
market. Second, products and processes created by the research and
experimentation may be tested in the domestic market before being used
in foreign markets, in which case the expenditures have a lower value
per unit of sales when used in foreign markets (Treas. Reg. Sec. 1.8618(e)(3)(ii)(A)).
A taxpayer may be able to justify a larger exclusive-apportionment
percentage of research and experimentation than is provided for in these
rules if it can be shown that such research and experimentation is
reasonably expected to have very limited or long-delayed application
outside the geographic location at which it was performed.
The amount of research and experimentation expenditures not
exclusively apportioned to income from a particular geographic area is
apportioned between the gross income arising from the product category
(or categories) with which the expenditure is connected that is in
the statutory grouping and the residual grouping (Treas. Reg. Sec.
1.861-8(e)(3)(ii)(B)). The amount of the expenditure apportioned to
each grouping is based on the percentage of total sales from the product
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category within the statutory grouping and the residual grouping. (For
example, if 70 percent of the total sales of a product are sourced within
the United States, then 70 percent of the research and experimental
expenses not exclusively apportioned will be apportioned to the gross
income from such sales.)

Optional Gross Income Methods

Taxpayers who meet the requirements outlined below will be allowed to
apportion research and experimental expenditures using one of two
optional gross income methods (Treas. Reg. Sec. 1.861-8(e)(3)(iii)).
Both options involve apportionment between the statutory grouping (or
among statutory groupings) and the residual grouping of gross income.
These optional methods are applied to the taxpayer’s entire deduction
for R&E expenses remaining after any exclusive apportionment and may
not be applied on a product category basis.
Option 1 allows a taxpayer to apportion research and experimental
expense (after allocation under the legal requirements test but not the
place-of'performance test) ratably in the same proportions that the
amount of gross income in the statutory grouping (or groupings) and in
the residual grouping bears, respectively, to the total amount of gross
income as long as two conditions are met:
1.

The amount of research and experimental expense so apportioned to
the statutory group is not less than 50 percent of the amount that
would have been so apportioned had the taxpayer used the sales
method.

2.

The amount of research and experimental expense so apportioned
to the residual grouping is not less than 50 percent of the amount
that would have been so apportioned had the taxpayer used the
sales method.

A special rule applies to the use of the gross income method for the
portion of the taxable year during which research and experimental
expenditures are exclusively apportioned under section 864(f). If the tax
payer elects to use the gross income method to apportion nonexclusively
apportioned research and experimental expenditures, the amount appor
tioned to income from sources outside the United States must be at least

Source-of-Income Rules

121

30 percent of the amount that would have been so apportioned using the
sales method (section 864(f)(1)(C)).
If the first condition under option 1 cannot be met, option 2 allows
the taxpayer to apportion 50 percent of the amount of research and
experimental expense as determined by the sales method to the statutory
grouping(s) (to be reallocated on the basis of gross income within each
grouping), with the balance apportioned to the residual grouping. If the
second condition of option 1 is not satisfied, option 2 allows the taxpayer
to apportion 50 percent of the amount of research and experimental
expense as determined by the sales method to the residual grouping, with
the balance apportioned to the statutory grouping to be reallocated on
the basis of gross income within each grouping.
E xam ple 5 .1 9 . Bent Inc., a dom estic corporation that manufactures and

distributes small gasoline engines for lawn mowers, incurred $150,000 o f
research and experim ental costs during 1995, all o f which were related to
developing improvements to the engines. A ll o f the R & E was performed in
the U nited States. O f the $150,000, $30,000 was undertaken solely to meet
legal requirements and was not expected to generate gross income outside
the U nited States. Bent Inc. licenses its technology to Fescue Ltd., a 100percent-owned subsidiary. Worldwide engine gross sales o f both companies
are as follows:
Bent Inc. gross sales
Fescue Ltd. gross sales
Total

$5,000,000
1,000,000
$6,000,000

Bent Inc.’s gross income is as follows:
Gross income from U .S . sales
D ividend from Fescue Ltd.

$1,200,000
100,000

Total

$1,300,000

A ll of the R & E is allocated to the class o f gross income from the sales of
gasoline engines, including the dividends from Fescue Ltd. For purposes of
apportionm ent, the statutory grouping is gross income from sources outside
the U nited States and the residual grouping is gross income from sources
within the U nited States. Because all of the R & E is incurred within the
U nited States, a portion o f the R & E expense will be subject to the exclusive
apportionm ent rules o f section 864(f).
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Exclusive Apportionment of the R&E Costs
Total R & E
R & E undertaken solely to m eet legal requirements—
apportioned to U .S.-source income

$150,000
3 0 ,000
$ 120,000

U nder section 8 6 4 (f)(1 )(B ), Bent Inc. apportions 50 percent
o f the rem aining R & E to U .S.-source
income (.64 X $120,000)

6 0 ,000
$ 60,000

T h e balance is apportioned using either the sales m ethod or the gross
income method.

Sales Method
$1,000,000 (foreign sales)
$6,000,000 (total sales)

x $60,000 = $10,000

Gross Income Method, Option 1
$100,000 (foreign-source gross income)

x $60,000=$4,615

$1,300,000 (total gross income)
T he amount allocated using the gross income m ethod meets the 30-percent
threshold imposed by section 8 6 4 (f)(1 )(C ).
T he m aximum amount o f R & E apportioned to U .S.-source income is
$145,385 ($ 1 5 0 ,0 0 0 -$ 4 ,6 1 5 ).36

Affiliated Group Considerations

Research and experimental expenses incurred by members of an affiliated
group are apportioned by treating the affiliated group as one taxpayer
(Temp. Treas. Reg. Sec. 1.861-14T(e)(2)). Such expenses are to be
allocated to all income of all members of the group that is reasonably
connected with the relevant broad product category to which such
expenses are definitely related. If not all of the members have gross income
from the product category, then the expenses are apportioned only among
those members that do derive gross income from the product category.37
36Adapted from Treas. Reg. Sec. 1.861-8(g), example (2). See examples (3) through (16)
for more extensive examples.
37See Temp. Treas. Reg. Sec. 1.861-14T(j), example (1) and (2), for illustration of the
application of this rule.
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Treasury Moratoriums Applied to the Regulation

The exclusive apportionment rules found in the regulations have been subject
to several moratoriums since their inception. The Economic Recovery
Tax Act of 1981 provided that all research and experimental expenses
incurred for research activities conducted in the United States were to
be sourced entirely within the United States. This provision applied to a
taxpayer’s first two taxable years beginning after August 13, 1981. This
two-year moratorium was extended for another two years by the Tax
Reform Act of 1984. The Consolidated Omnibus Budget Reconciliation
Act of 1985 extended the moratorium for an additional year (for tax
years beginning after August 1, 1985, and on or before August 1, 1986).
The Tax Reform Act of 1986 allowed the moratorium to expire, but
it replaced the regulation with more liberalized rules for the tax year
beginning after August 1, 1986, and on or before August 1, 1987. The
act increased the exclusive apportionment percentage based on place-ofperformance from 30 percent to 50 percent. In addition, the Act allowed
taxpayers who elected the optional gross income method to also use the
exclusive place-of-performance apportionment method. (Prior to this,
only taxpayers who used the sales method could use the exclusive placeof-performance apportionment method.) The Act also allowed taxpayers
to use the optional gross income method to reduce the allocation of
research expense to foreign-source income by more than 50 percent over
what the allocation to foreign-source income would have been under the
sales method.
The Technical and Miscellaneous Revenue Act of 1988 required
U.S. taxpayers to apportion 64 percent of research and experimental
costs incurred in the United States against gross income from sources
within the United States. (Conversely, 64 percent of research and exper
imental expenses incurred outside the United States were to be
apportioned against gross income from sources outside the United
States.) The remainder of any research and experimental costs were to
be apportioned using either the sales or gross income method. If the gross
income method was used, the amount apportioned to the statutory
grouping must be at least 30 percent of the amount apportioned under
the sales method. This apportionment method applied only to the
research and experimental costs incurred during the first four months of
the first taxable year beginning after August 1, 1987. The tax acts passed
in 1989, 1990, and 1991 further extended the 64-percent exclusive
apportionment rule. The IRS extended this provision an additional
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18 months while it reviewed the R&E regulation.38 The Omnibus Budget
Reconciliation Act of 1993 extended the exclusive apportionment rule
for another year but reduced the exclusive apportionment percentage to
50 percent.
The research and experimental expense apportionment issue remains
controversial because of the difficulty in quantifying the economic
effects that result from the current provisions. On one hand, U.S. tax
payers argue that the current rules result in an excess tax burden relative
to their foreign competitors, especially when foreign taxing jurisdictions
do not permit the U.S. taxpayer to deduct the research and experimental
expenses that have been sourced to foreign income under the U.S. sourc
ing rules. Congress, on the other hand, must protect U.S. revenue
sources from artificial manipulation of the sourcing rules, especially if
there is little or no “economic reality” in the allocation method. An
unanswered question, and one that is germane to most debates on this issue,
is whether the exclusive apportionment methods encourage U.S. taxpayers
to undertake more research activities within the United States.39

Stewardship Expenses Attributable
to Dividends Received
If a corporation renders services for the benefit of a related corporation (that is,
supportive expenses) and it charges for these services, the deductions for
expenses incurred in connection with these services are considered
definitely related to the amounts charged and are allocated to such amounts.
Expenses that are incurred not for the benefit of the related corporation
but rather for the corporation’s own benefit are known as stewardship or
overseeing expenses. These expenses are generally not billed to the
related corporation, because they represent a duplication of expenses
that the related corporation has independently incurred for itself.
An example of such an expense would be the expense related to the par
ent corporation’s review of a financial analysis that had been prepared by
a related corporation for purposes of obtaining a loan. Deductions result38Rev. Proc. 92-69, 1992-2 C.B. 435
39See Joint Committee on Taxation, Description of Proposals Relating to Research and
Development Incentive Act of 1987 (S. 58) and Allocation of R&D Expenses to U.S. and
Foreign Income (S. 716) (JCS-6-87), April 2, 1987, and Joint Committee on Taxation,
Description and Analysis of Certain Tax Provisions Expiring in 1994 and 1995 (JC S-8-95),
May 8, 1995: 45-78, for more discussion on these issues.
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ing from stewardship or overseeing functions are incurred as a result of
the ownership of the related corporation, and thus are considered defi
nitely related and allocable to dividends received from the related
corporation (Treas. Reg. Sec. 1.861-8(e)(4)).
If members of an affiliated group, other than the member that
incurred the stewardship expenses, receive or may receive dividends from
the related corporation, then the stewardship expense is allocated and
apportioned as if all of the members that receive or may receive divi
dends from the related corporation are a single corporation (Temp. Treas.
Reg. Sec. 1.861-14T(e)(4)).40

Legal and Accounting Fees and Expenses
Depending on the nature of the services rendered, fees and other
expenses for legal and accounting services are allocable to specific classes
of gross income or to all of the taxpayer’s gross income (Treas. Reg. Sec.
1.861-8(e)(5)). For example, legal fees for patenting a process would be
allocable to the royalties received for use of that process, whereas general
bookkeeping services would be allocable to all of the taxpayer’s gross
income. Members of an affiliated group are treated as a single corpora
tion for purposes of making the allocation (Temp. Treas. Reg. Sec.
1.861-14T(e)(5)).

Income Taxes
The deductions for state, local, and foreign income taxes allowed by sec
tion 164 are considered definitely related and allocable to the gross
income with respect to which these taxes are imposed (Treas. Reg. Sec.
1.861-8(e)(6)(i)). For example, if a U.S. corporation is subject to state
income tax on both domestic- and foreign-source income, that part of
the income tax that is attributable to the foreign portion of the income is
definitely related and allocable to foreign-source income. A state fran
chise tax that is computed on the basis of income attributable to doing
business within the state must be allocated and apportioned in the same
manner as an income tax.41
40See Temp. Treas. Reg. Sec. 1.861-14T(j), example (4), for an illustration.
41This regulation reflects the position of the IRS in Rev. Rul. 87-65, 1987-2 C.B. 173.
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E xam ple 5 .2 0 . Tri-State Inc., a dom estic corporation, has operations in three

states and has a branch in a foreign country. In 1995, Tri-State Inc. had tax
able income from its operations o f $1 million, o f which $200,000 is
foreign-source general lim itation income and $800,000 is domestic-source
income. Each of the states applies an income tax on a unitary basis, in which
Tri-State’s federal taxable income is adjusted and then apportioned based on
the relative amounts o f payroll, property, and sales with respect to each state
as compared to worldwide payroll, property, and sales. N on e o f the states
specifically exem pts foreign-source income, as determined for federal pur
poses, from state taxation, even though a “water’s edge” unitary allocation
m ethod theoretically taxes only domestic-source income. A fter making the
appropriate adjustments and allocations, Tri-State has taxable income of
$550,000, $200,000, and $200,000, respectively, in the three states. Tri-State
has a total state income tax o f $69,000, all o f which is deductible for federal
tax purposes.42
A llocation : T he deduction o f $69,000 for state income taxes is considered

definitely related and allocable to the gross income with respect to which the
taxes are imposed. Since the states do not specifically exem pt foreign-source
income from state taxation and the aggregate o f taxable income subject to
state taxation is $950,000, it is presumed that state income taxes are imposed
on $150,000 o f foreign-source income. A n apportionm ent is thus required
between foreign-source general lim itation income and dom estic income.
A pportionm en t: For purposes of computing the foreign tax credit lim itation,

there is one statutory grouping (foreign-source general lim itation gross
incom e) and one residual grouping (gross income from sources within the
U nited States). T he state income tax deduction must be apportioned
between these two groupings based on the relative amounts o f taxable
income subject to the state income tax (before deduction o f the state income
tax) allocated to each grouping as follows:
A pportioned to statutory grouping:
$150,000

X $69,000 = $10,895

A pportioned to residual grouping:
$800,000

X $69,000 = $58,105

42Treas. Reg. Sec. 1.861-8(g), example (25). See examples (26)-(33) for additional
illustrations. The Tax Court has held that taxpayers can rely on these examples
(Chevron Corp., 104 T.C. No. 35 (1995)).
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Losses on the Sale, Exchange, or Other
Disposition of Property
The deduction allowed for losses recognized on the sale, exchange, or
other disposition of property described in sections 1221 and 1231(b) is
considered a deduction directly related and allocable to the class of gross
income to which the asset ordinarily gives rise in the hands of the
taxpayer (Treas. Reg. Sec. 1.861(e)(7)(i)). The Tax Court held that a
worthless stock loss related to a U.S. company’s foreign subsidiary was to
be allocated entirely to foreign-source income even though the
subsidiary never paid a dividend.43 In the unusual circumstances that an
apportionment of a deduction for losses on the sale, exchange, or other
disposition of a section 1221 or section 1231(b) asset is necessary, the
deduction is apportioned between the statutory grouping and the
residual grouping in the same proportions that the gross income is
apportioned between the statutory grouping and the residual grouping
(Treas. Reg. Sec. 1.861-8(e)(7)(ii)). The commissioner of internal
revenue is authorized by section 865 to issue regulations sourcing the loss
on the sale or exchange of personal property. The legislative history
suggests that the rules for sourcing losses should match the sourcing
of gains.

Net Operating Loss Deduction
A net operating loss deduction allowed under section 172 is treated as a
deduction definitely related and allocable to the class of gross income for
the activity or property that generated the net operating loss (Treas. Reg.
Sec. 1.861(e)(8)). The net operating loss deduction is apportioned
between the statutory grouping and the residual grouping of gross income
on the basis of amounts of the net operating loss attributable to the
respective groupings in the year of the net operating loss.

Charitable Contributions
Under proposed regulations issued in 1991, charitable contributions are
to be allocated solely to U.S.-source income if the taxpayer, at the time
43Black and Decker C orp., 986 F.2d 60 (1993), aff'g T.C. Memo 1991-557, 62 T.C.M. 1204.
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of the contribution, both designates the charitable contribution for use
solely in the United States and reasonably believes that the contribu
tion will be so used.44 Charitable contributions are to be allocated solely
to foreign-source gross income if the taxpayer, at the time of the contri
bution, knows or has reason to believe (1) the charitable contribution
will be used solely outside the United States; or (2) the charitable contri
bution may necessarily be used only outside the United States. If neither
of the 100-percent allocation criteria is met (meaning, the contribution
may be used in the United States and outside the United States), the
contribution deduction is allocated pro rata to U.S. and foreign-source
income based on gross income in each grouping.
The regulations are based on the premise that charitable contribu
tions create “goodwill” for donors in the location in which the donation
is used (which will eventually translate into increased revenues), and
therefore the deduction should be allocated using the “place of use”
criterion. Representatives of international charities argue that support
given to such charities will diminish if the donor has to allocate a
portion of the contribution to foreign-source income. No data have been
published to support either argument.

44Prop. Treas. Reg. Sec. 1.861-8(e)(12).

6

Tax Treaties
In 1939 the United States signed its first income tax treaty (with
France). Since 1939 the number of income tax treaties and other agree
ments related to exchange information and other tax-related matters has
increased such that the United States has agreements with approxi
mately sixty countries, including almost all the industrialized countries
and many less developed countries. The U.S. Treasury Department is in
the process of negotiating new treaties with several countries and updat
ing its treaties with many of its current treaty partners. The United
States also has many treaties of friendship, commerce, and navigation
that may contain provisions (usually nondiscrimination clauses) restrict
ing double taxation.1 A tax treaty is a bilateral agreement between two
contracting countries in which each agrees to modify its own tax laws to
achieve reciprocal benefit. A treaty can be thought of as a third dimen
sion in the international environment, after the tax laws of the home
country and those of the host country.
The general purpose of an income tax treaty is to eliminate or reduce
the impact of double taxation so that residents or corporations paying
1See United States Treaties and Other International Agreements, U.S. Department of State
(Washington, D.C.: Government Printing Office).
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taxes to one signatory will not have the full burden of taxes in the other
signatory country. This end is accomplished by providing for exclusion
from taxation or special rates of tax on certain classes of transactions
and by providing competent authority as a redress mechanism in cases of
double taxation.
In addition to tax treaties between the United States and other
countries, U.S. treaty partners also have treaties with each other and
with non-U.S. treaty partners, creating a worldwide network of more
than 500 tax treaties.2 International tax planners work within these
treaty networks in attempts to reduce the total tax burden of a taxpayer.
U.S. treaties generally do not affect the U.S. taxation of U.S. citi
zens, residents, and domestic corporations. Such taxpayers are taxed on a
worldwide basis. U.S. citizens, residents, and domestic corporations benefit
from treaties through concessions of foreign taxes by the foreign signatory.
Tax treaties generally take precedence over the Internal Revenue
Code (section 894 and section 7852(d)), although there have been sev
eral instances in which Congress has specifically mandated that Code
provisions will take precedence over existing treaties.
For example, Congress mandated a “treaty override” in Section 31 of
the Revenue Act of 1962, which provided that the provisions of the
Revenue Act of 1962 would take precedence over prior treaty obliga
tions. The Foreign Investors Tax Act of 1966 provided, however, that if
any provision in this Act was contrary to an existing treaty, the treaty
would take precedence. The Tax Reduction Act of 1975 provided that
sections 901(f) and 907 would take precedence over treaty provisions in
effect at the time.3 Rev. Rul. 80-2014 held that the foreign tax credit per
country limitation rules prescribed in the Tax Reform Act of 1976 would
not override treaties that provided for computation of foreign tax credit
limitations using the overall method. The Tax Reform Act of 1976 also
added sections 6013(g) and 6013(h), which permit a nonresident alien
to be treated as a U.S. resident for income tax purposes, usually for the

2See United Nations Treaty Series (New York: United Nations), which includes treaties
and international agreements registered or filed and recorded with the Secretary of the
United Nations, and Tax Analysts, Worldwide Tax Treaty Index (Arlington, VA: Tax
Analysts, 1994).
3Rev. Rul. 80-233, 1980-2 C.B. 217.
4Rev. Rul. 80-201, 1980-2 C.B. 221.
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purpose of filing a joint return with a resident spouse. Such person mak
ing this election is not permitted to use those treaty benefits that would
otherwise be available because of residency in the treaty country. The
Foreign Investment in Real Property Tax Act of 1980 provided that the
Internal Revenue Code provisions related to disposition of U.S. real
property interests would override U.S. treaty obligations after Decem
ber 31, 1984.
The Tax Reform Act of 1986 contained several provisions that speci
fied that the Code provision enacted overrode treaties in effect at the
time, such as the dual consolidated loss provision (section 1503(d)). In
other cases, Congress mandated that treaties overrode the Code provi
sion passed, such as transportation income (section 863(c)). In the case
of the branch profits tax (section 884), the treaty takes precedence over
the Code provision as long as treaty shopping is not involved.
In addition, the Technical and Miscellaneous Revenue Act of 1988
provides that no Code provision in effect on July 16, 1954, applies if
its application would be contrary to a U.S. treaty obligation in effect on
July 16, 1954. Certain provisions such as amendments to the foreign tax
credit limitation and alternative minimum tax on foreign tax credits,
passed in the Tax Reform Act of 1986, apply regardless of treaty provi
sions in effect when it was passed. This is an application of the
Constitutional principle that treaties and statutes are equal in status, and
where there is a direct conflict the latter applies. A number of other
provisions passed in the Tax Reform Act of 1986 will not apply if a treaty
in effect prior to the effective date of this Act contained a contrary
provision. Some of these provisions are scholarships and fellowships,
source of income from sales by individuals of personal property, source
of income from transportation, and source of income from 80/20 com
panies, among others.
The 1988 Act added section 6114, which provides that taxpayers
taking a position that a U.S. treaty overrules or otherwise modifies an
internal revenue law of the United States must disclose this position on
their tax returns or, if no tax return is required, in a way that the IRS pre
scribes. Final regulations implementing this requirement were issued in
March 1990 (Treas. Reg. Sec. 301.6114). These rules apply to any U.S.
treaty, including income tax; estate and gift tax; and friendship, com
merce, and navigation. A treaty-based position is disclosed on Form
8833. Treas. Reg. Secs. 301.6114-1(a) and (b) list positions for which
reporting is specifically required.
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Exhibit 6.1 lists the income tax conventions in force as of November
1994, along with the decisions that the Treasury has issued with respect
to several treaties. Since publication of this list, the Senate has ratified
new treaties with the Czech and Slovak Republics, Mexico, the
Netherlands, the Russian Federation, France, Ukraine, Portugal, and
Sweden. The Senate also has also ratified protocols to the U.S.-Canada
treaty, the U.S.-Mexico treaty, and the U.S.-Barbados treaty. A new
treaty with Kazakhstan has been negotiated and is awaiting Senate ratifi
cation. Consult IRS Publication 901 for the current status of U.S.
treaties. Estate and gift tax conventions currently in force as of the
beginning of 1995 are listed in table 6.1. It must be remembered that
each treaty is a separate, integrated document independent of treaties
with other countries, although the language and intent in provisions of
treaties with several countries are similar. Each treaty must be inter
preted as a whole, bearing in mind the relationships among other clauses
in the treaty. Items not defined in the treaty are defined according to the
laws of the country imposing the tax.
Table 6.1
Estate and Gift Tax Treaties in Force (1995)
A ustraliaa
A ustriaa
Denm arka
Finlandb
Francea
Germany®
G reeceb
Irelandb

Italyb
Japan®
N etherlandsb
Norwayb
Sweden®
Switzerlandb
U n io n o f South A fricab
U n ited Kingdom®

aEstate and gift tax treaty.
bEstate tax treaty only.

Treaty Shopping
Treaty shopping involves using a bilateral tax treaty by a person who is a
resident of a third country. For example, Ingemar Johansson, a subject of
and resident of Sweden, formed a Swiss corporation in order to take
advantage of favorable provisions in the United States-Switzerland
(continued on page 134)
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Exhibit 6.1
List of Tax Conventions (1995)

Country

Official Text
Symbol

General
Effective Date

Citation

Applicable Treasury
Explanations or
Treasury Decision (T.D.)

1986-2 C.B. 220
1957-2 C.B. 985
1991-2 C.B. 436

1986-2 C.B. 246.
T.D. 6322,1958-2 C.B. 1038.
1991-2 C.B. 466

Australia
Austria
Barbados
Protocol
Belgium
Protocol
Canada2
China, People’s Republic of
Commonwealth of
Independent States3
Cyprus
Czech Republic
Denmark

TIAS110773
TIAS3923
TIAS 11090
TIAS
TIAS 7463
TIAS 11254
TIAS 11087
TIAS
TIAS 8225

Dec. 1 , 1983
Jan. 1, 1957
Jan. 1, 1984
Jan. 1, 1994
Jan. 1, 1971
Jan. 1 , 1988
Jan. 1 , 1985
Jan. 1, 1987
Jan. 1 , 1976

TIAS 10965
TIAS
TIAS 1854

Jan. 1, 1986
Jan. 1, 1993
Jan. 1, 1948

Egypt
Finland
France
Protocol
Protocol
Protocol
Protocol
Germany
Greece
Protocol
Hungary
Iceland
India
Indonesia
Ireland
Italy
Jamaica
Japan
Korea, Republic of
Luxembourg
Malta
Mexico
Morocco
Netherlands (old treaty)

TIAS 10149
TIAS
TIAS 6518
TIAS 7270
TIAS 9500
TIAS 11096
TIAS
TIAS
TIAS 2902
TIAS 2902
TIAS 9560
TIAS 8151
TIAS
TIAS 11593
TIAS 2356
TIAS 11064
TIAS 10207
TIAS 7365
TIAS 9506
TIAS 5726
TIAS 10567
TIAS
TIAS 10195
TIAS 1855

Jan. 1 , 1982
Jan. 1 , 1991
Jan. 1 , 1967
Jan. 1, 1970
Jan. 1,1979
Oct 1 , 1985
Various
Jan. 1, 19904
Jan. 1, 1953
Jan. 1, 1953
Jan. 1, 1980
Jan. 1 , 1976
Jan. 1, 1991
Jan. 1,1990
Jan. 1, 1951
Jan. 1, 1985
Jan. 1, 1982
Jan. 1 , 1973
Jan. 1 , 1980
Jan. 1, 1964
Jan. 1, 1982
Jan. 1, 1994
Jan. 1 , 1981
Jan. 1 , 1947

Supplemental
Supplemental
Netherlands (new treaty)
Netherlands Antilles, Aruba5
Protocol
New Zealand
Norway
Protocol
Pakistan
Philippines
Poland
Romania
Russia
Slovak Republic
Spain
Sweden
Supplemental
Switzerland

TIAS 3366
TIAS 6051
TIAS
TIAS 3367
TIAS 5665
TIAS 10772
TIAS 7474
TIAS 10205
TIAS 4232
TIAS 10417
TIAS 8486
TIAS 8228
TIAS
TIAS
TIAS
TS 9586
TIAS 5656
TIAS 2316

Nov. 10, 1955
Jan. 1, 1967
Jan. 1, 19947
Jan. 1, 1955
Various
Nov. 2 , 1983
Jan. 1 , 1971
Jan. 1, 1982
Jan. 1, 1959
Jan. 1, 1983
Jan. 1 , 1974
Jan. 1, 1974
Jan. 1 , 19948
Jan. 1, 1993
Jan. 1, 1991
Jan. 1, 1940
Various
Jan. 1, 1951

1940-2 C.B. 43
1965-1 C.B. 626
1955-2 C.B. 815

Trinidad and Tobago
Tunisia
United Kingdom

TIAS 7047
TIAS
TIAS 9682

Jan. 1, 1970
Jan. 1, 1990
Jan. 1 , 1975

1980-1 C.B.394

1973-1 C.B. 619
1986-2 C.B. 258
1988-1 C.B. 414
1976-2 C.B. 463

1987-2 C.B. 298.
1988-1 C.B. 447.
1976-2 C.B. 475.

1989-2 C.B. 280

1989-2 C.B. 314.

1950-1 C.B. 77

T.D. 5692,1949-1 C.B. 104;
T.D. 5777,1950-1 C.B. 76.
1982-1 C.B.243.

1982-1 C.B. 219
1968-2 C.B. 691
1972-1 C.B. 438
1979-2 C.B. 411
1987-2 C.B. 326

T.D. 6986,1969-1 C.B. 365.

1958-2 C.B. 1054
1958-2 C.B. 1059
1980-1 C.B. 333
1976-1 C.B. 442

T.D. 6109,1954-2 C.B. 638.

1958-2 C.B. 1060
1992-1 C.B. 442
1982-1 C.B. 257
1973-1 C.B. 630
1979-2 C.B. 435
1965-1 C.B. 615
1984-2 C.B. 339
1994-34 I.R.B. 4
1982-2 C.B. 405
1950-1 C.B. 93

T.D. 5897,1952-1 C.B. 89.
1992-1 C.B. 473
1982-1 C.B. 291.
1973-1 C.B, 653.
1979-2 C.B. 458.
1965-1 C.B. 642.
1984-2 C.B. 366.
1994-34 I.R.B. 69
1982-2 C.B. 427.
T.D. 5690,1949-1 C.B. 92;
T.D. 5778,1950-1 C.B. 92.
T.D. 6153,1955-2 C.B. 777.

1956-2 C.B. 1116
1967-2 C.B. 472
1956-2 C.B. 1116
1965-1 C.B.624
1990-2 C.B. 274
1973-1 C.B. 669
1982-2 C.B. 440
1960-2 C.B. 646
1984-2 C.B. 384
1977-1 C.B. 416
1976-2 C.B. 492

1971-2 C.B. 479

1979-2 C.B. 428.

1980-1 C.B. 354.
1976-1 C.B. 456.

T.D. 6153,1955-2 C.B. 777.
1990-2 C.B. 303.
1973-1 C.B. 693.
1982-2 C.B. 454.
T.D. 6431,1960-1 C.B. 755.
1984-2 C.B. 412.
1977-1 C.B. 427.
1976-2 C.B. 504.
T.D. 4975,1940-2 C.B. 43.
1965-1 C.B. 674.
T.D. 5867,1951-2 C.B. 75;
T.D. 6149,1955-2 C.B. 814.
1980-1 C.B. 455.

1Treaties and Other International Act Series.
2The Canadian Treaty a lso may be found in Publication 597, In fo rm a tio n o n th e U n ite d S ta te s — C a n a d a In c o m e T a x T reaty.
3The U.S.—U.S.S.R. income tax treaty applies to the countries of Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan. Kyrgyzstan, Moldova, Tajikistan, Turkmenistan,
Ukraine, and Uzbekistan.
4The general effective date for the area that was the German Democratic Republic is January 1 , 1991.
5The United States has announced termination of most provisions of the United States—Netherlands Treaty that apply to Netherlands Antilles and Aruba, effective
January 1 , 1988.
6Treaty Series.
7For the first 12 months the new treaty is In effect, an election may be made to have the entire old treaty apply if it results in greater relief from tax.
8For the first tax year the treaty is in effect, an election may be made to have the entire U.S.—U.S.S.R. Income Tax Treaty apply if it results in greater relief from tax.

Source: U.S. Internal Revenue Service Publication No. 901, U.S. Tax Treaties (Washington,
D.C.: GPO, 1994), 38.
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Income Tax Treaty regarding income earned from a heavyweight cham
pionship boxing match that he fought while an employee of that
corporation. The income from the fight was paid to the Swiss corpora
tion. The IRS challenged this arrangement as a sham and prevailed on
the subsequent litigation.5 There have been several challenges by the
government on matters that appear to involve treaty shopping.6 Many
current treaties have provisions prohibiting treaty shopping, and the
Treasury is attempting to renegotiate those treaties that do not contain a
treaty-shopping provision. A recent example of the U.S. Treasury’s
attempt to prevent treaty shopping is found in Article 26 of the 1992
U.S.-Netherlands income tax treaty. Article 26 denies taxpayers the
benefits of reduced withholding rates unless they are bona fide residents
of the Netherlands and fall into one of the following five categories: cor
porations, individuals, pensions, charities, and government bodies. To
qualify as a resident, a corporation must pass any of the following four
tests: (1) stock exchange test, (2) shareholder test, (3) active trade or
business test, or (4) headquarters test. These tests are complex and
beyond the scope of this text.
Because of a concern by Congress that treaty benefits are being abused,
a certification system is in place that is intended to limit U.S. treaty bene
fits to those who are entitled to them. This certification system requires
that the foreign resident file a certificate of residence from the competent
authority of the country whose treaty benefits are being sought. In the case
of the U.S.-Netherlands treaty, Dutch residents may use Form IB 93 USA
to demonstrate they meet one of the Article 26 tests.7

Objectives of Tax Treaties
Avoidance of Double Taxation

International transactions, by their very nature, could create an exposure
to double and sometimes multiple taxation that could result in a heavy
tax burden. The major objective of income tax treaties is to reduce the
5 ngemar Johansson v. United States, 336 F.2d 809 (CA-5, 1964).
U
6Aiken Industries, Inc., 56 T.C. 595 (1968), Perry R. Buss, 50 T.C. 595 (1968), Rev. Rul.
84-153, 1984-2 C.B. 383, modified by Rev. Rul. 85-163, 1985-2 C.B. 349, and Rev. Rul.
84-152, 1984-2 C.B. 381.
7See Notice 94-85, 1994-2 C.B. 511 for details.
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burden of double taxation. The United States, as well as many other
countries, also relies on the foreign tax credit mechanism as a means of
alleviating problems with double taxation.
For example, under U.S. tax law tax relief from double taxation takes
the form of a unilateral reduction of taxes on designated items or classes
of income. Foreign tax credits for taxes collected by the country where
the transaction is sourced are provided for residents of the United States,
where the income is remitted. The significance of the inclusion of the
foreign tax credit in a treaty is threefold;
1.
2.

Treaties may expand upon the foreign taxes that are eligible for the
U.S. tax credit.
If foreign tax credit provisions are repealed from the Code, Congress
might still permit credits to be taken under treaty provisions in effect.
Depending on the manner in which foreign-source income is taxed
by the other country, treaties are a negotiating point for permitting
the U.S. taxes that are paid by the other country’s taxpayers to be
credited by that country, thereby reducing the taxpayer’s cost of
operating in the United States.

Elimination of Troublesome Tax Problems Affecting
International Commercial Activity

Income or other tax bases, such as estates or gifts, may be subject to sev
eral countries’ tax laws, thereby placing an arduous compliance burden
on a taxpayer because of the differing tax laws and recordkeeping
requirements. Tax treaties alleviate some of these problems by exempting
certain classes of income or other tax bases from taxation, exempting
earned income from taxation unless the taxpayer resides in the country
in excess of a specified time period, exempting from estate tax property
with a certain situs, exempting business income from the host country’s
tax laws unless the business activities meet the substantive requirements,
a permanent establishment, and reducing the income tax base by modify
ing the source-of-income rules.
These exemptions and limitations tend to relieve taxpayers of some
of the annoyances and inconveniences of recordkeeping and having sub
stantial dealings with foreign tax authorities. In addition, a taxpayer is
able to plan investments and operations with advance knowledge of the
foreign tax consequences. This tends to improve the flow of capital,
goods, and services between countries.
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Prevention of Fiscal Evasion

Treaties provide for the exchange of tax information between the con
tracting countries. This reciprocal exchange of information may improve
the tax administration and enforcement of the respective tax laws of the
countries involved. In addition to formal treaties, the United States also
has exchange-of-information agreements with numerous countries.
Establishment of Procedures to Prevent Double Taxation

Many treaties establish procedures for taxpayers who have been subjected
to double taxation due to a transfer pricing agreement or who may con
sider that the actions of one or both of the contracting states results in
taxation not in accordance with the provisions of the convention. These
treaties require that the government authorities, called competent authority,
consult with one another to discuss these issues. Such consultations may
not necessarily resolve the problems. A taxpayer may set this consultation
process in motion by filing a request with the competent authority of its
country of residence. The U.S. competent authority is the secretary of the
Treasury, but the responsibility has been delegated to the Assistant
Commissioner (International), who acts with the concurrence of the
Associate Chief Counsel (International). The procedures for requesting
competent authority assistance are found in Rev. Proc. 91-238 and Rev.
Proc. 91-26.9 In addition, new procedures for requesting competent
authority assistance at the appellate level are provided in Announcement
94-41.10 In Announcement 95-9,11 the Treasury issued proposed revenue
procedures for requesting assistance of the U.S. competent authority that
would supersede Rev. Proc. 91-23 and Rev. Proc. 91-26.

The Effect of Treaties on U.S. Citizens, Residents,
and Corporations
U.S. taxpayers can benefit from treaties that reduce tax on designated
items or classes of income. For example, many treaties provide a low
81991 C.B. 534.
91991-1 C.B. 543.
101994-12 I.R.B. 7.
111995-7 I.R.B. 57.
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withholding tax rate or an exemption from tax on various types of invest
ment income (for example, interest, dividends, rents, and royalties).
Estate tax treaties exempt from taxation certain assets in a decedent’s
estate, such as stock in a corporation that is a resident of a treaty country.
For individuals, most treaties provide exemption from taxation by
the foreign treaty country on income earned from personal services per
formed in the treaty country for stipulated periods of time (usually 183
days or less, but two years or less for professors or teachers).
Taxpayers of one contracting country are not taxed in the other con
tracting country on commercial and industrial profits earned in that
country unless the trade or business is conducted through a permanent
establishment. A permanent establishment may constitute a more sub
stantive presence in a country in connection with the conduct of a trade
or business than would be allowed under internal law before being con
sidered as doing business in the country. The effect of the permanent
establishment rule is that markets for products can be established in a
contracting country, and a greater degree of business dealings can take
place without subjecting a taxpayer to taxation by the foreign contract
ing country. Also, under the terms of a treaty, a company resident in one
treaty partner can operate in the territory of its treaty partner to a signifi
cant extent through the use of independent agents and other techniques
designed to avoid having a permanent establishment.
As stated above, another treaty benefit is that U.S. taxpayers may be
allowed to credit foreign taxes under an income tax treaty because
treaties may permit credits for some foreign taxes that would not qualify
under the rules in the Code. A few treaties with former U.K. colonies
provide that indirect credits from foreign taxes deemed paid by foreign
corporations shall be treated as if paid by the shareholders of the foreign
corporations. The Advance Corporation Tax in the United StatesUnited Kingdom treaty receives similar treatment. In addition, sourceof-income rules for calculating the foreign tax credit are sometimes
modified, which may affect the foreign tax credit limitation calculation
(that is, the foreign income categories).

General Provisions
Certain provisions are present in most tax treaties. These provisions deal
with the scope of the treaty, general definitions, the taxes that the treaty
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covers, definitions of residency, treatment of business and investment
activities, treatment of personal services income, a nondiscrimination
provision, a “savings” provision, a provision for mutual agreement, often
called a “competent authority” provision, and an exchange-of-informa
tion provision. These are discussed below.
General Definitions

The treaty will define terms such as person, which generally includes an
individual, an estate, a trust, a partnership or a company, a corporation,
and an enterprise.
Taxes Covered

Treaties differ as to which taxes are covered under the treaty. Most
income tax treaties provide that only income taxes and excise taxes
imposed on insurance premiums are covered under the treaty and taxes
such as accumulated earnings taxes and personal holding company taxes
are not covered. In some cases, U.S. state income taxes are covered,
although this is the exception.
Residence

Residence is generally defined under the laws of a contracting state that
is exercising tax jurisdiction of that person because of his or her domi
cile, residence, citizenship, place of management, place of incorporation,
or other criterion. The treaty generally deals with those situations in
which a person is deemed a resident of both contracting states and
defines residency or prescribes the administrative means whereby resi
dency status can be determined by competent authority.
Nondiscrimination

Most treaties contain a nondiscrimination provision that applies to
nationals of one country resident in the other, and in more recent
treaties, to corporations owned by residents of the other country. The test
for discrimination is measured by the manner in which a country treats its
residents, citizens, and its own corporations. The Internal Revenue Code
may provide that a taxpayer can elect to be treated as a U.S. taxpayer if a
Code provision conflicts with a nondiscrimination provision in a tax
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treaty. For example, section 897(i) permits a foreign corporation that
holds a U.S. real property interest and is covered under a nondiscrimina
tion provision to elect to be treated as a domestic corporation.
Savings Provision

Most treaties contain a provision that preserves the right of each of the
signatory countries to tax its own citizens, residents, and corporations as
if the treaty did not exist. For example, a U.S. citizen, a resident of
another country whose treaty with the United States contains a savings
clause, will be taxed by the United States as if the treaty did not exist.
The savings provision is quite important in the interpretation of a
treaty. For example, a provision regarding real estate found in many
treaties states that income of whatever nature derived from real property
shall be taxable only in the state in which the real property is situated.
Such a treaty provision makes it appear that a U.S. person receiving
income from property located in such a treaty country would not be
taxed by the United States. A savings clause overrides such an interpre
tation, and this U.S. person will be taxed on the income by the treaty
country and also by the United States.
Preservation Provision

Most treaties have a provision that prevents the taxpayers of a particular
country from having their tax burden increased by any of the treaty pro
visions. Because the objective of tax treaties is to reduce tax burdens, a
clause is included to prevent provisions from inadvertently increasing
tax burdens.
The preservation provision states, in effect, that the provisions of a
treaty shall not be construed to restrict in any manner any exemption,
deduction, credit, or other allowance accorded by the laws of one of the
contracting states in the determination of the tax imposed by such state.
Industrial and Commercial Profits

A very important provision in most treaties holds that a contracting
country will not tax the business profits, often called industrial and com
mercial profits, of an enterprise of the other contracting state unless such
enterprise has a permanent establishment. For example, an enterprise of
country A conducting activities that give rise to profits in country B will
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not be taxed by country B if it does not carry on a trade or business
through a permanent establishment in B.
Although it varies greatly from treaty to treaty, the term business
profits generally means income derived from any trade or business. Profits
that are sometimes excluded from this definition (but usually included in
income under some other treaty provision) are dividends, interest, royal
ties, rents, sale of capital assets, management charges, ships and aircraft
income, and insurance premiums.
Permanent Establishment

If a permanent establishment does not exist, business profits derived in
one country are not taxed by the country in which they are derived. If a
permanent establishment exists in the contracting country, the income
derived therefrom is taxed by it. The definition of a permanent establish
ment varies from treaty to treaty. The determination of whether a
permanent establishment exists depends on two general criteria.
The first relates to the existence of physical facilities. If an enterprise
has a facility such as a branch, an office, a factory, or a construction site,
it will usually be deemed to have a permanent establishment. Even if the
enterprise has such a facility, it will not be deemed to have a permanent
establishment if the facility is used solely for purchasing, storage, display,
or like activities.
The second criterion that could determine whether a permanent
establishment exists relates to the presence of agents in the contracting
country. If an enterprise has a dependent agent in a contracting state
who operates on its behalf and who habitually exercises authority to con
clude contracts in the name of that enterprise, then such activity by the
agent may constitute a permanent establishment. The use of commission
agents or brokers who solicit orders but do not have the authority to
accept the orders generally will not constitute a permanent establish
ment. The use of commission agents or brokers who are independent and
represent more than one enterprise in the conduct of their trade or busi
ness will usually not be deemed a permanent establishment. Mail-order
activities generally do not constitute a permanent establishment.
Exemption of Ships and Aircraft

Almost all treaties have a provision in which the contracting countries
reciprocally exempt from taxation an enterprise’s income derived from
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ships and aircraft registered under the laws of the other contracting
country. This exemption is granted whether or not a permanent estab
lishment exists. For jurisdictions with a foreign, commerce, and
navigation treaty, but no income tax treaty, this type of provision would
be found there.
Source of Income

Many of the income tax treaties contain some source-of-income rules
affecting one or more types of income such as dividends, interest, and
sales income. The source-of-income rules generally follow those found in
the Code but there are many exceptions. For U.S. taxpayers many of
these source rules affect only the computation of the limitation on the
foreign tax credit.
Allocation of Profits

Most treaties have a provision that allows each contracting country to
calculate the profits attributable to a permanent establishment or allo
cate profits between related parties according to arm’s-length standards.
Many treaties have provisions allowing deductions for expenses that are
reasonably allocable to income, including general and administrative
expenses incurred elsewhere. This is a beneficial provision in situations
in which a country might not allow deductions for costs and expenses
incurred outside the country.
Often, by the time a country reviews transactions between interna
tional affiliates, considerable time has passed. An adjustment in profits
resulting in additional taxes levied by one country may not result in an
adjustment in the other country, either because the statute of limitations
period has expired or because the allocations are not recognized by the
country. To mitigate some of these problems, some treaties contain provi
sions for refunds of taxes even when the statute of limitations has expired.
Investment Income

The term investment income is defined in each treaty but generally
includes dividends, interest, royalties, and in some instances, capital
gains. The treaty rules differ somewhat for each type of income.
The treaty provisions affecting investment income provide some of
the most substantial benefits to residents of the contracting countries.
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Treaties provide for reciprocal reduction of tax rates on investment income
and, in a few instances, provide an outright exemption. For example, with
out treaty provisions, the United States taxes investment income at a flat
rate of 30 percent, but treaty provisions reduce this rate to as low as zero.
Rates for various types of investment income are shown in exhibit 6.2. The
treaty rate generally applies unless the recipient has a permanent establish
ment in the country of the source of the income, and the investment
income is related to the permanent establishment. To qualify for these
treaty benefits, one must be a resident of a particular contracting country as
determined under the laws of that country, and further defined in the limi
tation of benefits provision of a treaty (for example, the U.S.-Netherlands
treaty). A few of the remaining older treaties have a so-called forceof-attraction doctrine under which investment income is automatically
considered related to the permanent establishment regardless of the facts.
Dividends and Interest. Most countries impose not only a tax on profits of
corporations but also a withholding tax on dividends when paid by such
corporations to the shareholders. In addition, some countries impose
branch profits taxes in lieu of withholding to put branch remittances on
a par with dividends. The total foreign taxes payable with respect to
profits realized in such a country may be considerably higher than the
U.S. corporate rate. The result is that, without some relief, U.S. taxpayers
could generate excess foreign tax credits.
Treaties somewhat alleviate the problem by providing for reduced
rates of withholding taxes on dividends. The treaty concessions range
from a reduction of rates to 10 to 15 percent on dividends in general and
5 percent on dividends received by a parent corporation. Another treaty
concession dealing with dividends is a tax exemption by one contracting
country on dividends paid by a corporation of the second contracting
country to persons who are taxed as nonresident aliens and foreign cor
porations of the first country. This exemption applies whether or not the
recipient has a permanent establishment in the first country.
Treaty provisions in some cases exempt interest income from taxa
tion and in other cases lower the maximum withholding rates to 5, 10 or
15 percent, for example. Some treaties provide special rules for taxation
of interest based on the stock ownership of the corporation paying the
interest or on interest from mortgages secured by real property. Interest
that is effectively connected with a permanent establishment is usually
not eligible for reduced rates provided by a treaty.
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Royalties. Royalties are generally classified into three groups: (1) indus
trial royalties (that is, amounts paid for the use of intangibles such as
patents, trademarks, secret processes, formulas, and designs), (2) natural
resource royalties, and (3) copyright royalties (such as payments from
motion pictures, television programs, or books).
For industrial royalties, treaty provisions range from an outright tax
exemption to a maximum 30-percent tax rate. Treaty provisions for nat
ural resource royalties require rates of 15 percent to 30 percent; however,
a reduction in rate usually applies only if the recipient is subject to
income tax in the country of residence. Also, in many cases the reduced
tax rate does not apply if the recipient is engaged in a trade or business in
the United States. The tax treatment of film rentals generally ranges
from an outright exemption to a maximum rate of 30 percent.

Real Property Income

Under most treaties the recipient of real property income will be taxed at
a 15-percent or 30-percent tax rate, depending on the applicable treaty, or
will make an election that permits such income to be taxed on a net
income basis, as if the recipient were engaged in a trade or business. Gains
from the sale of real property interests in the United States are, however,
taxed under section 897, which overrides treaty provisions exempting
nonresidents from gain on such sales for sales after December 31, 1984.
Capital Gains

The treatment of capital gains under U.S. tax treaties ranges from
exemption to a 30-percent rate. Under some treaties (1) U.S.-source
capital gains received by a nonresident alien present in the United States
for a period not exceeding 183 days are exempt from tax; (2) the exemp
tion or reduction in rate does not apply if the recipient has a permanent
establishment; and (3) the exemption or reduction in rate does not apply
to gains from the sale of real property, which is taxed under section 897.
Personal Service Income

Treaties provide for certain exemptions from foreign taxation for profes
sional and personal services earned by a resident of one contracting
(continued on page 146)
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Source: U.S. Internal Revenue Service Publication No. 901, U.S. Tax Treaties (Washington: GPO, 1994), 26-27.
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country while he or she is present in the other contracting country. The
two contracting countries agree to modify their tax treatment of residents
of the other country. To qualify for the treaty exemptions, one must
generally be an individual resident of one country who is performing per
sonal services in the other contracting country. In a few treaties the term
citizen is used instead of resident.
The types of personal services that are exempt from foreign taxation are
compensation for services where the person is performing those services when
in the other country for limited periods of time, pensions and life annuities,
and professors and teachers who are present for limited periods of time.
The conditions for exemption of compensation for services of a citi
zen or resident of one treaty country for services performed in the other
country vary by treaty. In many cases it depends on the type of services
rendered and the period of time the person is present in the other country.
For example, under the United States-Australian Income Tax Treaty,
income derived by a resident of one country for performing as an enter
tainer or athlete in the other is taxable in the country in which the services
are performed if his or her gross receipts exceed $10,000 or its equivalent in
Australian dollars in the taxable year. Many treaties provide that personal
services income will not be taxed in the country in which it is rendered as
long as the compensation does not exceed a specified limit (some treaties do
not have a limit), and the person performing the services is not present in
the country for as long as 183 days. The treatment of various types of per
sonal services under income tax treaties is shown in exhibit 6.3.

Proposed Treaty Models
There has been growing recognition of the need to harmonize tax treaties
in order to achieve uniform principles, definitions, rules, methods, and
interpretations. Incongruities in tax laws and tax treaties as they presently
exist have not completely solved problems of double taxation.
Several model tax treaties have been proposed, the most notable
being those of the Organization for Economic Cooperation and
Development and the U.S. Treasury Department. The OECD model
treaty was drafted by the OECD in 1963 and revised in 1977 and 1992.
This model has become a significant reference point for treaty discus
sions between member countries.12 The latest version of the U.S.
Treasury Department’s Model Income Tax Treaty was published on June
16, 1981 but is now in the process of being updated. This model, which
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conforms closely to the revised draft of the OECD model, is a starting
point for negotiating treaties. The June 16, 1981 Treasury Department
Model Income Tax Treaty follows on pages 149 through 173.

Treaty Interpretation
Commentaries have been written on the OECD Model Treaty’s provi
sions that are very influential and helpful in interpreting treaties. In
addition, the U.S. Treasury and the Senate Foreign Relations Committee
provide explanations of treaty provisions. At times, these explanations
provide helpful insight into the meaning of treaty language, particularly
when there has been a dispute or discussion of a provision at Senate
hearings on a treaty.

12Members of the OECD are Australia, Austria, Belgium, Canada, Denmark, Germany,
Finland, France, Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, New
Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, the United Kingdom,
and the United States.

Exhibit 6.3 runs from page 149 to page 158.
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Source: Internal Revenue Service Publication No. 901, U.S. Tax Treaties (Washington, D.C.: GPO, 1994): 28-37.
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TR E A S U R Y DE P A R TM E N T M O DEL IN C O M E TA X TR E A TY
M O D EL O F JUNE 16, 1981
C O N V E N TIO N BETW EEN
THE UNITED STATES O F A M ERICA
A N D .......................................FO R THE AV O ID A N C E O F
DO UBLE TA XATIO N AND THE P R E VE N TIO N O F
FISC A L EVA SIO N W ITH R E S P E C T TO TA X E S
ON IN C O M E AND CAPITAL
The United States of America a n d .............................................................. .. desiring to
conclude a convention for the avoidance of double taxation and the prevention of fiscal
evasion with respect to taxes on income and capital, have agreed as follows:
Article 1
GENERAL SCOPE
1. This Convention shall apply to persons who are residents of one or both of the
Contracting States, except as otherwise provided in the Convention.
2. The Convention shall not restrict in any manner any exclusion, exemption,
deduction, credit, or other allowance now or hereafter accorded
(a) by the laws of either Contracting State; or
(b) by any other agreement between the Contracting States.
3. Notwithstanding any provision of the Convention except paragraph 4, a
Contracting State may tax its residents (as determined under Article 4 (Residence)), and
by reason of citizenship may tax its citizens, as if the Convention had not come into
effect. For this purpose, the term “ citizen” shall include a former citizen whose loss of
citizenship had as one of its principal purposes the avoidance of income tax, but only for
a period of 10 years following such loss.
4. The provisions of paragraph 3 shall not affect
(a) the benefits conferred by a Contracting State under paragraph 2 of Article 9
(Associated Enterprises), under paragraphs 1(b) and 4 of Article 18 (Pensions, Annuities,
Alimony, and Child Support), and under Articles 23 (Relief From Double Taxation), 24
(Non-Discrimination), and 25 (Mutual Agreement Procedure); and
(b) the benefits conferred by a Contracting State under Articles 19 (Government
Service), 20 (Students and Trainees), and 27 (Diplomatic Agents and Consular Officers),
upon individuals who are neither citizens of, nor have immigrant status in, that State.
Article 2
TAXES COVERED
1. The existing taxes to which this Convention shall apply are
(a) in the United States: the Federal income taxes imposed by the Internal Revenue
Code (but excluding the accumulated earnings tax, the personal holding company tax,
and social security taxes), and the excise taxes imposed on insurance premiums paid to
foreign insurers and with respect to private foundations. The Convention shall,
however, apply to the excise taxes imposed on insurance premiums paid to foreign
insurers only to the extent that the risks covered by such premiums are not reinsured
with a person not entitled to the benefits of this or any other convention which applies to
these taxes;
(b) in ......................................................................................................................................
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2.
The Convention shall apply also to any identical or, substantially similar taxes
which are imposed after the date of signature of the Convention in addition to, or in
place of, the existing taxes. The competent authorities of the Contracting State shall
notify each other of any significant changes which have been made in their respective
taxation laws and of any official published material concerning the application of the
Convention, including explanations, regulations, rulings, or judicial decisions.

Article 3
GENERAL DEFINITIONS
1. For the purposes of this Convention, unless the context otherwise requires
( a ) the term “ person” includes an individual, an estate, a trust, a partnership, a
company, and any other body of persons;
(b ) the term “ company” means any body corporate or any entity which is treated
as a body corporate for tax purposes;
(c ) the terms “ enterprise of a Contracting State” and “ enterprise of the other
Contracting State” mean respectively an enterprise carried on by a resident of a
Contracting State and an enterprise carried on by a resident of the other Contracting
State;
(d ) the term “ international traffic” means any transport by a ship or aircraft,
except when such transport is solely between places in the other Contracting State;
( e ) the term “ competent authority” means
( i ) in the United States: the Secretary of the Treasury or his delegate; and
(ii) in ...........
................................................................................................................ ;
( f ) the term “ United States” means the United States of America, but does not
include Puerto Rico, the Virgin Islands, Guam, or any other United States possession or
territory;
( g ) the term means ............................................................................................................
2. As regards the application of the Convention by a Contracting State any term not
defined therein shall, unless the context otherwise requires or the competent authorities
agree to a common meaning pursuant to the provisions of Article 25 (Mutual
Agreement Procedure), have the meaning which it has under the laws of that State
concerning the taxes to which the Convention applies.

Article 4
RESIDENCE
1. For the purposes of this Convention, the term “ resident of a Contracting State”
means any person who, under the laws of that State, is liable to tax therein by reason of
his domicile, residence, citizenship, place of management, place of incorporation, or
any other criterion of a similar nature, provide, however, that
(a) this term does not include any person who is liable to tax in that State in respect
only of income from sources in that State or capital situated therein; and
(b) in the case of income derived or paid by a partnership, estate, or trust, this term
applies only to the extent that the income derived by such partnership, estate, or trust is
subject to tax in that State as the income of a resident, either in its hands or in the hands
of its partners or beneficiaries.
2. Where by reason of the provisions of paragraph 1, an individual is a resident of
both Contracting States, then his status shall be determined as follows;
(a)
he shall be deemed to be a resident of the State in which he has a permanent
home available to him; if he has a permanent home available to him in both States, he
shall be deemed to be a resident of the State with which his personal and economic
relations are closer (center of vital interests);
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(b) if the State in which he has his center of vital interests cannot be determined, or
if he does not have a permanent home available to him in either State, he shall be
deemed to be a resident of the State in which he has an habitual abode;
(c) if he has an habitual abode in both States or in neither of them, he shall be
deemed to be a resident of the State of which he is a national;
(d) if he is a national of both States or of neither of them, the competent authorities
of the Contracting States shall settle the question by mutual agreement.
3. Where by reason of the provisions of paragraph 1 a company is a resident of both
Contracting States, then if it is created under the laws of a Contracting State or a
p>olitical subdivision thereof, it shall be deemed to be a resident of that State.
4. Where by reason of the provisions of paragraph 1 a person other than an
individual or a company is a resident of both Contracting States, the competent
authorities of the Contracting States shall settle the question by mutual agreement and
determine the mode of application of the Convention to such person.

Article 5
PERMANENT ESTABLISHMENT
1. For the purposes of this Convention, the term “ permanent establishment” means
a fixed place of business through which the business of an enterprise is wholly or partly
carried on.
2. The term “ permanent establishment” includes especially
(a) a place of management;
(b) a branch;
(c) an office;
(d) a factory;
(e) a workshop; and
(f) a mine, an oil or gas well, a quarry, or any other place of extraction of natural
resources.
3. A building site or construction or installation project, or an installation or drilling
rig or ship used for the exploration or exploitation of natural resources, constitutes a
permanent establishment only if it lasts more than twelve months.
4. Notwithstanding the preceding provisions of this Article, the term “ permanent
establishment” shall be deemed not to include
(a) the use of facilities solely for the purpose of storage, display, or delivery of goods
or merchandise belonging to the enterprise;
(b) the maintenance of a stock of goods or merchandise belonging to the enterprise
solely for the purpose of storage, display, or delivery;
(c) the maintenance of a stock of goods or merchandise belonging to the enterprise
solely for the purpose of processing by another enterprise;
(d) the maintenance of a fixed place of business solely for the purpose of purchasing
goods or merchandise, or of collecting information, for the enterprise;
(e) the maintenance of a fixed place of business solely for the purpose of carrying
on, for the enterprise, any other activity of a preparatory or auxiliary character;
(f ) the maintenance of a fixed place of business solely for any combination of the
activities mentioned in subparagraphs (a) to (e).
5. Notwithstanding the provisions of paragraphs 1 and 2, where a person—other
than an agent of an independent status to whom paragraph 6 applies—is acting on
behalf of an enterprise and has and habitually exercises in a Contracting State an
authority to conclude contracts in the name of the enterprise, that enterprise shall be
deemed to have a permanent establishment in that State in respect of any activities
which that person undertakes for the enterprise, unless the activities of such person are
limited to those mentioned in paragraph 4 which, if exercised through a fixed place of
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business, would not make this fixed place of business a permanent establishment under
the provisions of that paragraph.
6. An enterprise shall not be deemed to have a permanent establishment in a
Contracting State merely because it carries on business in that State through a broker,
general commission agent, or any other agent of an independent status, provided that
such persons are acting in the ordinary course of their business.
7. The fact that a company which is a resident of a Contracting State controls or is
controlled by a company which is a resident of the other Contracting State, or which
carries on business in that other State (whether through a permanent establishment or
otherwise), shall not of itself constitute either company a permanent establishment of
the other.
Article 6
INCOME FROM REA L PROPERTY (IMMOVABLE PROPERTY)
1. Income derived by a resident of a Contracting State from real property
(including income from agriculture or forestry) situated in the other Contracting State
may be taxed in that other State.
2. The term “ real property” shall have the meaning which it has under the law of
the Contracting State in which the property in question is situated.
3. The provisions of paragraph 1 shall apply to income derived from the direct use,
letting, or use in any other form of real property.
4. The provisions of paragraphs 1 and 3 shall also apply to the income from real
property of an enterprise and to income from real property used for the performance of
independent personal services.
5. A resident of a Contracting State who is liable to tax in the other Contracting
State on income from real property situated in the other Contracting State may elect for
any taxable year to compute the tax on such income on a net basis as if such income
were attributable to a permanent establishment in such other State. Any such election
shall be binding for the taxable year of the election and all subsequent taxable years
unless the competent authorities of the Contracting States, pursuant to a request by the
taxpayer made to the competent authority of the Contracting State in which the
taxpayer is a resident, agree to terminate the election.
Article 7
BUSINESS PROFITS
1. The business profits of an enterprise of a Contracting State shall be taxable only
in that State unless the enterprise carries on business in the other Contracting State
through a permanent establishment situated therein. If the enterprise carries on
business as aforesaid, the business profits of the enterprise may be taxed in the other
State but only so much of them as is attributable to that permanent establishment.
2. Subject to the provisions of paragraph 3, where an enterprise of a Contracting
State carries on business in the other Contracting State through a permanent establish
ment situated therein, there shall in each Contracting State be attributed to that
permanent establishment the business profits which it might be expected to make if it
were a distinct and independent enterprise engaged in the same or similar activities
under the same or similar conditions.
3. In determining the business profits of a permanent establishment, there shall be
allowed as deductions expenses which are incurred for the purpo ses of the permanent
establishment, including a reasonable allocation of executive and general administra
tive expenses, research and development expenses, interest, and other expenses incurred
for the purposes of the enterprise as a whole (or the part thereof which includes the
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permanent establishment), whether incurred in the State in which the permanent
establishment is situated or elsewhere.
4. No business profits shall be attributed to a permanent establishment by reason of
the mere purchase by that permanent establishment of goods or merchandise for the
enterprise.
5. For the purposes of this Convention, the business profits to be attributed to the
permanent establishment shall include only the profits derived from the assets or
activities of the permanent establishment and shall be determined by the same method
year by year unless there is good and sufficient reason to the contrary.
6. Where business profits include items of income which are dealt with separately
in other Articles of the Convention, then the provisions of those Articles shall not be
affected by the provisions of this Article.
7. For the purposes of the Convention, the term “ business profits” means income
derived from any trade or business, including the rental of tangible personal property
and the rental or licensing of cinematographic films or films or tapes used for radio or
television broadcasting.
Article 8
SHIPPING AND AIR TRANSPORT
1. Profits of an enterprise of a Contracting State from the operation of ships or
aircraft in international traffic shall be taxable only in that State.
2. For the purposes of this Article, profits from the operation of ships or aircraft in
international traffic include profits derived from the rental of ships or aircraft if such
ships or aircraft are operated in international traffic by the lessee or if such rental profits
are incidental to other profits described in paragraph 1.
3. Profits of an enterprise of a Contracting State from the use, maintenance, or
rental of containers (including trailers, barges, and related equipment for the transport
of containers) used in international traffic snail be taxable only in that State.
4. The provisions of paragraphs 1 and 3 shall also apply to profits from participation
in a pool, a joint business, or an international operating agency.
Article 9
ASSOCIATED ENTERPRISES
1. Where
(a) an enterprise of a Contracting State participates directly or indirectly in the
management, control or capital of an enterprise of the other Contracting State; or
(b) the same persons participate directly or indirectly in the management, control,
or capital of an enterprise of a Contracting State and an enterprise of the other
Contracting State,
and in either case conditions are made or imposed between the two enterprises in their
commercial or financial relations which differ from those which would be made
between independent enterprises, then any profits which, but for those conditions
would have accrued to one of the enterprises, but by reason of those conditions have not
so accrued, may be included in the profits of that enterprise and taxed accordingly.
2.
Where a Contracting State includes in the profits of an enterprise of that State,
and taxes accordingly, profits on which an enterprise of the other Contracting State has
been charged to tax in that other State, and the profits so included are profits which
would have accrued to the enterprise of the first-mentioned State if the conditions made
between the two enterprises had been those which would have been made between
independent enterprises, then that other State shall make an appropriate adjustment to
the amount of the tax charged therein on those profits. In determining such adjustment,
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due regard shall be paid to the other provisions of this Convention and the competent
authorities of the Contracting States shall if necessary consult each other.
3.
The provisions of paragraph 1 shall not limit any provisions of the law of either
Contracting State which permit the distribution, apportionment, or allocation of
income, deductions, credits, or allowances between persons, whether or not residents of
a Contracting State, owned or controlled directly or indirectly by the same interests
when necessary in order to prevent evasion of taxes or clearly to reflect the income of
any of such persons.
Article 10
DIVIDENDS
1. Dividends paid by a company which is a resident of a Contracting State to a
resident of the other Contracting State may be taxed in that other State.
2. However, such dividends may also be taxed in the Contracting State of which the
company paying the dividends is a resident, and according to the laws of that State, but
if the beneficial owner of the dividends is a resident of the other Contracting State, the
tax so charged shall not exceed
(a) 5 percent of the gross amount of the dividends if the beneficial owner is a
company which owns at least 10 percent of the voting stock of the company paying the
dividends;
(b) 15 percent of the gross amount of the dividends in all other cases.
This paragraph shall not affect the taxation of the company in respect of the profits out
of which the dividends are paid.
3. The term “ dividends” as used in this Article means income from shares or other
rights, not being debt-claims, participating in profits, as well as income from other
corporate rights which is subjected to the same taxation treatment as income from
shares by the laws of the State of which the company making the distribution is a
resident.
4. The provisions of paragraph 2 shall not apply if the beneficial owner of the
dividends, being a resident of a Contracting State, carries on business in the other
Contracting State, of which the company paying the dividends is a resident, through a
permanent establishment situated therein, or performs in that other State independent
personal services from a fixed base situated therein, and the dividends are attributable
to such permanent establishment or fixed base. In such case the provisions of Article 7
(Business Profits) or Article 14 (Independent Personal Services), as the case may be, shall
apply.
5. A Contracting State may not impose any tax on dividends paid by a company
which is not a resident of that State, except insofar as
(a) the dividends are paid to a resident of that State,
(b) the dividends are attributable to a permanent establishment or a fixed base
situated in that State, or
(c) the dividends are paid out of profits attributable to one or more permanent
establishments of such company in that State, provided that the gross income of the
company attributable to such permanent establishment constituted at least 50 percent
of the company’s gross income from all sources.
Where subparagraph (c) applies and subparagraphs (a) and (b) do not apply, the tax
shall be subject to the limitations of paragraph 2.
Article 11
INTEREST
1.
Interest derived and beneficially owned by a resident of a Contracting State shall
be taxable only in that State.
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2. The term “ interest” as used in this Convention means income from debt-claims
of every kind, whether or not secured by mortgage, and whether or not carrying a right
to participate in the debtor’s profits, and in particular, income from government
securities, and income from bonds or debentures, including premiums or prizes
attaching to such securities, bonds, or debentures. Penalty charges for late payment
shall not be regarded as interest for the purposes of the Convention.
3. The provisions of paragraph 1 shall not apply if the beneficial owner of the
interest, being a resident of a Contracting State, carries on business in the other
Contracting State, in which the interest arises, through a permanent establishment
situated therein, or p erforms in that other State independent personal services from a
fixed base situated therein, and the interest is attributable to such permanent establish
ment or fixed base. In such case the provisions of Article 7 (Business Profits) or Article
14 (Independent Personal Services), as the case may be, shall apply.
4. Interest shall be deemed to arise in a Contracting State when the payer is that
State itself or a political subdivision, local authority, or resident of that State. Where,
however, the person paying the interest, whether he is a resident of a Contracting State
or not, has in a Contracting State a permanent establishment or a fixed base in
connection with which the indebtedness on which the interest is paid was incurred, and
such interest is borne by such permanent establishment or fixed base, then such interest
shall be deemed to arise in the State in which the permanent establishment or fixed base
is situated.
5. Where, by reason of a special relationship between the payer and the beneficial
owner or between both of them and some other person, the amount of the interest,
having regard to the debt-claim for which it is paid, exceeds the amount which would
have been agreed upon by the payer and the beneficial owner in the absence of such
relationship, the provisions of this Article shall apply only to the last-mentioned amount.
In such case the excess part of the payments shall remain taxable according to the laws
of each Contracting State, due regard being had to the other provisions of the
Convention.
6. A Contracting State may not impose any tax on interest paid by a resident of the
other Contracting State, except insofar as
(a) the interest is paid to a resident of the first-mentioned State;
(b) the interest is attributable to a permanent establishment or a fixed base situated
in the first-mentioned State; or
(c) the interest arises in the first-mentioned State and is not paid to a resident of the
other State.
Article 12
ROYALTIES
1. Royalties derived and beneficially owned by a resident of a Contracting State
shall be taxable only in that State.
2. The term “ royalties” as used in this Convention means payments of any kind
received as a consideration for the use of, or the right to use, any copyright of literary,
artistic, or scientific work (but not including cinematographic films or films or tapes
used for radio or television broadcasting), any patent, trademark, design or model, plan,
secret formula or process, or other like right or property, or for information concerning
industrial, commercial, or scientific experience. The term “ royalties” also includes
gains derived from the alienation of any such right or property which are contingent on
the productivity, use, or disposition thereof.
3. The provisions of paragraph 1 shall not apply if the beneficial owner of the
royalties, being a resident of a Contracting State, carries on business in the other
Contracting State, in which the royalties arise, through a permanent establishment
situated therein, or performs in that other State independent personal services from a
fixed base situated therein, and the royalties are attributable to such permanent
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establishment or fixed base. In such case the provisions of Article 7 (Business Profits) or
Article 14 (Independent Personal Services), as the case may be, shall apply.
4.
Where, by reason of a special relationship between the payer and the beneficial
owner or between both of them and some other person, the amount of the royalties,
having regard to the use, right, or information for which they are paid, exceeds the
amount which would have been agreed upon by the payer and the beneficial owner in
the absence of such relationship, the provisions of this Article shall apply only to the
last-mentioned amount. In such case the excess part of the payments shall remain
taxable according to the laws of each Contracting State, due regard being had to the
other provisions of the Convention.

Article 13
GAINS
1. Cains derived by a resident of a Contracting State from the alienation of real
property referred to in Article 6 (Income from Real Property (Immovable Property))
and situated in the other Contracting State may be taxed in that other State.
2. Gains from the alienation of
(a) shares of the stock of a company (whether or not a resident of a Contracting
State) the property of which consists principally of real property situated in a
Contracting State; or
(b) an interest in a partnership, trust, or estate (whether or not a resident of a
Contracting State) to the extent attributable to real property situated in a Contracting
State
may be taxed in that State. For the purposes of this paragraph, the term “ real property”
includes the shares of a company referred to in subparagraph (a) or an interest in a
partnership, trust, or estate referred to in subparagraph (b).
3. Gains from the alienation of personal property which are attributable to a
permanent establishment which an enterprise of a Contracting State has in the other
Contracting State, or which are attributable to a fixed base available to a resident of a
Contracting State in the other Contracting State for the purpose of performing
independent personal services, and gains from the alienation or such a permanent
establishment (alone or with the whole enterprise) or such a fixed base, may be taxed in
that other State.
4. Gains derived by an enterprise of a Contracting State from the alienation of
ships, aircraft, or containers operated in international traffic shall be taxable only in that
State.
5. Gains described in Article 12 (Royalties) shall be taxable only in accordance with
the provisions of Article 12.
6. Gains from the alienation of any property other than property referred to in
paragraphs 1 through 5 shall be taxable only in the Contracting State of which the
alienator is a resident.

Article 14
IN D EPEN DEN T PERSONAL SERVICES
Income derived by an individual who is a resident of a Contracting State from the
performance of personal services in an independent capacity shall be taxable only in
that State, unless such services are performed in the other Contracting State and the
income is attributable to a fixed base regularly available to the individual in that other
State for the purpose of performing his activities.
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Article 15
D EPEN D EN T PERSONAL SERVICES
1. Subject to the provisions of Articles 18 (Pensions, Annuities, Alimony, and Child
Support) and 19 (Government Service), salaries, wages, and other similar remuneration
derived by a resident of a Contracting State in respect of an employment shall be
taxable only in that State unless the employment is exercised in the other Contracting
State. If the employment is so exercised, such remuneration as is derived therefrom may
be taxed in that other State.
2. Notwithstanding the provisions of paragraph 1, remuneration derived by a
resident of a Contracting State in respect of an employment exercised in the other
Contracting State shall be taxable only in the first-mentioned State if
(a) the recipient is present in the other State for a period or periods not exceeding in
the aggregate 183 days in the taxable year concerned;
(b) the remuneration is paid by, or on behalf of, an employer who is not a resident
of the other State; and
(c) the remuneration is not borne by a permanent establishment or a fixed base
which the employer has in the other State.
3. Notwithstanding the preceding provisions of this Article, remuneration derived
by a resident of a Contracting State in respect of an employment as a member of the
regular complement of a ship or aircraft operated in international traffic may be taxed
only in that State.
Article 16
LIMITATION ON BEN EFITS
1. A person (other than an individual) which is a resident of a Contracting State
shall not be entitled under this Convention to relief from taxation in the other
Contracting State unless
(a) more than 75 percent of the beneficial interest in such person is owned, directly
or indirectly, by one or more individual residents of the first-mentioned Contracting
State; and
(b) the income of such person is not used in substantial part, directly or indirectly, to
meet liabilities (including liabilities for interest or royalties) to persons who are residents
of a State other than a Contracting State and who are not citizens of the United States.
For the purposes of subparagraph (a), a company that has substantial trading in its stock
on a recognized exchange in a Contracting State is presumed to be owned by individual
residents of that Contracting State.
2. Paragraph 1 shall not apply if it is determined that the acquisition or mainte
nance of such person and the conduct of its operations did not have as a principal
purpose obtaining benefits under the Convention.
3. Any relief from tax provided by a Contracting State to a resident of the other
Contracting State under the Convention shall be inapplicable to the extent that, under
the law in force in that other State, the income to which the relief relates bears
significantly lower tax than similar income arising within that other State derived by
residents of that other State.
Article 17
ARTISTES AND ATH LETES
1.
Notwithstanding the provisions of Articles 14 (Independent Personal Services)
and 15 (Dependent Personal Services), income derived by a resident of a Contracting
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State as an entertainer, such as a theatre, motion picture, radio, or television artiste, or a
musician, or as an athlete, from his personal activities as such exercised in the other
Contracting State, may be taxed in that other State, except where the amount of the
gross receipts derived by such entertainer or athlete, including expenses reimbursed to
him or borne on his behalf, from such activities does not exceed twenty thousand United
States dollars ($20,000) or its equivalent i n ............................ for the taxable year
concerned.
2.
Where income in respect of activities exercised by an entertainer or an athlete in
his capacity as such accrues not to the entertainer or athlete but to another person, that
income of that other person may, notwithstanding the provisions of Articles 7 (Business
Profits) and 14 (Independent Personal Services), be taxed in the Contracting State in
which the activities of the entertainer or athlete are exercised, unless it is established
that neither the entertainer or athlete nor persons related thereto participated directly
or indirectly in the profits of that other p>erson in any manner, including the receipt of
deferred remuneration, bonuses, fees, dividends, partnership distributions, or other
distributions.
Article 18
PENSIONS, ANNUITIES, ALIMONY, AND CH ILD SUPPORT
1. Subject to the provisions of Article 19 (Government Service)
(a) pensions and other similar remuneration derived and beneficially owed by a
resident of a Contracting State in consideration of past employment shall be taxable
only in that State; and
(b) social security benefits and other public pensions paid by a Contracting State to
a resident of the other Contracting State or a citizen of the United States shall be taxable
only in the first-mentioned State.
2. Annuities derived and beneficially owned by a resident of a Contracting State
shall be taxable only in that State. The term “ annuities” as used in this paragraph means
a stated sum paid periodically at stated times during a specified number of years, under
an obligation to make the payments in return for adequate and full consideration (other
than services rendered).
3. Alimony paid to a resident of a Contracting State shall be taxable only in that
State. The term “ alimony” as used in this paragraph means periodic payments made
pursuant to a written separation agreement or a decree of divorce, separate mainte
nance, or compulsory support, which payments are taxable to the recipient under the
laws of the State of which he is a resident.
4. Periodic payments for the support of a minor child made pursuant to a written
separation agreement or a decree of divorce, separate maintenance, or compulsory
support paid by a resident of a Contracting State to a resident of the other Contracting
State shall be taxable only in the first-mentioned State.
Article 19
GOVERNMENT SERVICE
1.
Remuneration, including a pension, paid from the public funds of a Contracting
State or a political subdivision or local authority thereof to a citizen of that State in
respect of services rendered in the discharge of functions of a governmental nature shall
be taxable only in that State. However, the provisions of Article 14 (Independent
Personal Services), Article 15 (Dependent Personal Services) or Article 17 (Artistes and
Athletes), as the case may be, shall apply, and the preceding sentences shall not apply, to
remuneration paid in respect of services rendered in connection with a business carried
on by a Contracting State or a political subdivision or local authority thereof.

Tax Treaties

169

Article 20
STUDENTS AND TRAINEES
Payments received for the purpose of maintenance, education, or training by a
student, apprentice, or business trainee who is or was immediately before visiting a
Contracting State a resident of the other Contracting State and who is present in the
first-mentioned State for the purpose of his full-time education or training shall not be
taxed in that State, provided that such payments arise outside that State.

Article 21
OTHER INCOME
1. Items of income of a resident of a Contracting State, wherever arising, not dealt
with in the foregoing Articles of this Convention shall be taxable only in that State.
2. The provisions of paragraph 1 shall not apply to income, other than income from
real property as defined in paragraph 2 of Article 6 (Income from Real Property
(Immovable Property)), if the beneficial owner of the income, being a resident of a
Contracting State, carries on business in the other Contracting State through a
permanent establishment situated therein, or performs in that other State independent
personal services from a fixed base situated therein, and the income is attributable to
such permanent establishment or fixed base. In such case the provisions of Article 7
(Business Profits) or Article 14 (Independent Personal Services), as the case may be, shall
apply.

Article 22
CAPITAL
1. Capital represented by real property referred to in Article 6 (Income from Real
Property (Immovable Property)), owned by a resident of a Contracting State and
situated in the other Contracting State, may be taxed in that other State.
2. Capital represented by personal property forming part of the business property
of a permanent establishment which an enterprise of a Contracting State has in the
other Contracting State, or by personal property pertaining to a fixed base available to a
resident of a Contracting State in the other Contracting State for the purpose of
performing independent personal services, may be taxed in that other State.
3. Capital represented by ships, aircraft, and containers owned by a resident of a
Contracting State and operated in international traffic, and by personal property
pertaining to the operation of such ships, aircraft, and containers shall be taxable only in
that State.
4. All other elements of capital of a resident of a Contracting State shall be taxable
only in that State.

Article 23
R E L IE F FROM DO UBLE TAXATION
1. In accordance with the provisions and subject to the limitations of the law of the
United States (as it may be amended from time to time without changing the general
principle hereof), the United States shall allow to a resident or citizen of the United
States as a credit against the United States tax on income
(a) the income tax paid t o ................... by or on behalf of such citizen or resident;
and
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(b) in the case of a United States company owning at least 10 percent of the voting
stock of a company which is a resident o f ................... and from which the United States
company receives dividends, the income tax paid t o ................... by or on behalf of the
distributing company with respect to the profits out of which the dividends are paid.
For the purposes of this paragraph, the taxes referred to in paragraphs 1(b) and 2 of
Article 2 (Taxes Covered) shall be considered income taxes. Credits allowed solely by
reason of the preceding sentence, when added to otherwise allowable credits for taxes
referred to in paragraphs 1(b) and 2 of Article 2, shall not in any taxable year exceed
that proportion of the United States tax on income which taxable income arising in
................... bears to total taxable income.
2. In accordance with the provisions and subject to the limitations of the law of
............................(as it may be amended from time to time without amending the
general principle h e re o f)............................ shall allow to a resident or citizen of
............................as a credit against th e..............................tax on in co m e ...........................

3.
For the purposes of allowing relief from double taxation pursuant to this Article,
income shall be deemed to arise exclusively as follows
(a) income derived by a resident of a Contracting State which may be taxed in the
other Contracting State in accordance with this Convention (other than solely by reason
of citizenship in accordance with paragraph 2 of Article 1 (General Scope)) shall be
deemed to arise in that other State;
(b) income derived by a resident of a Contracting State which may not be taxed in
the other Contracting State in accordance with the Convention shall be deemed to arise
in the first-mentioned State.
The rules of this paragraph shall not apply in determining credits against United States
tax for foreign taxes other than the taxes referred to in paragraphs 1(b) and 2 of Article 2
(Taxes Covered).
Article 24
NON-DISCRIMINATION
1. Nationals of a Contracting State shall not be subjected in the other Contracting
State to any taxation or any requirement connected therewith which is other or more
burdensome than the taxation and connected requirements to which nationals of that
other State in the same circumstances are or may be subjected. This provision shall
apply to persons who are not residents of one or both of the Contracting States.
However, for the purposes of United States tax, a United States national who is not a
resident of the United States and a ............................ national who is not a resident of the
United States are not in the same circumstances.
2. For the purposes of this Convention, the term “ nationals” means
(a) in relations t o ............. .................................................................................................
.; and
(b) in relation to the United States, United States citizens.
3. The taxation on a permanent establishment which an enterprise of a Contracting
State has in the other Contracting State shall not be less favorably levied in that other
State than the taxation levied on enterprises of that other State carrying on the same
activities. This provision shall not be construed as obliging a Contracting State to grant
to residents of the other Contracting State any personal allowances, relief, and
reductions for taxation purposes on account of civil status or family responsibilities
which it grants to its own residents.
4. Except where the provisions of paragraph 1 of Article 9 (Associated Enterprises),
paragraph 5 of Article 11 (Interest), or paragraph 4 of Article 12 (Royalties) apply.
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interest, royalties, and other disbursements paid by a resident of a Contracting State to a
resident of the other Contracting State shall, for the purposes of determining the taxable
profits of the first-mentioned resident, be deductible under the same conditions as if
they had been paid to a resident of the first-mentioned State. Similarly, any debts of a
resident of a Contracting State to a resident of the other Contracting State snail, for the
purposes of determining the taxable capital of the first-mentioned resident, be
deductible under the same conditions as if they had been contracted to a resident of the
first-mentioned State.
5. Enterprises of a Contracting State, the capital of which is wholly or partly owned
or controlled, directly or indirectly, by one or more residents of the other Contracting
State, shall not be subjected in the first-mentioned State to any taxation or any
requirement connected therewith which is other or more burdensome than the taxation
and connected requirements to which other similar enterprises of the first-mentioned
State are or may be subjected.
6. The provisions of this Article shall, notwithstanding the provisions of Article 2
(Taxes Covered), apply to taxes of every kind and description imposed by a Contracting
State or a political subdivision or local authority thereof.
Article 25
MUTUAL AGREEMENT PROCEDURE
1. Where a person considers that the actions of one or both of the Contracting States
result or will result for him in taxation not in accordance with the provisions of this
Convention, he may, irrespective of the remedies provided by the domestic law of those
States, present his case to the competent authority of the Contracting State of which he
is a resident or national.
2. The competent authority shall endeavor, if the objection appears to it to be
justified and if it is not itself able to arrive at a satisfactory solution, to resolve the case by
mutual agreement with the competent authority of the other Contracting State, with a
view to the avoidance of taxation which is not in accordance with the Convention. Any
agreement reached shall be implemented notwithstanding any time limits or other
procedural limitations in the domestic law of the Contracting States.
3. The competent authorities of the Contracting States shall endeavor to resolve by
mutual agreement any difficulties or doubts arising as to the interpretation or
application of the Convention. In particular the competent authorities of the Contract
ing States may agree
(a) to the same attribution of income, deductions, credits, or allowances of an
enterprise of a Contracting State to its permanent establishment situated in the other
Contracting State;
(b) to the same allocation of income, deductions, credits, or allowances between
persons;
(c) to the same characterization of particular items of income;
(d) to the same application of source rules with resp>ect to particular items of
income;
(e) to a common meaning of a term;
(f) to increases in any specific amounts referred to in the Convention to reflect
economic or monetary developments; and
(g) to the application of the provisions of domestic law regarding penalties, fines,
and interest in a manner consistent with the purposes of the Convention.
They may also consult together for the elimination of double taxation in cases not
provided for in the Convention.
4. The competent authorities of the Contracting States may communicate with
each other directly for the purpose of reaching an agreement in the sense of the
preceding paragraphs.
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Article 26
EXCHANGE O F INFORMATION AND ADMINISTRATIVE ASSISTANCE
1. The competent authorities of the Contracting States shall exchange such
information as is necessary for carrying out the provisions of this Convention or of the
domestic laws of the Contracting States concerning taxes covered by the Convention
insofar as the taxation thereunder is not contrary to the Convention. The exchange of
information is not restricted by Article 1 (General Scope). Any information received by
a Contracting State shall be treated as secret in the same manner as information
obtained under the domestic laws of that State and shall be disclosed only to persons or
authorities (including courts and administrative bodies) involved in the assessment,
collection, or administration of, the enforcement or prosecution in respect of, or the
determination of appeals in relation to, the taxes covered by the Convention. Such
p>ersons or authorities shall use the information only for such purposes. They may
disclose the information in public court proceedings or in judicial decisions.
2. In no case shall the provisions of paragraph 1 be construed so as to impose on a
Contracting State the obligation
(a) to carry out administrative measures at variance with the laws and administra
tive practice of that or of the other Contracting State;
(b) to supply information which is not obtainable under the laws or in the normal
course of the administration of that or of the other Contracting State;
(c) to supply information which would disclose any trade, business, industrial,
commercial, or professional secret or trade process, or information the disclosure of
which would be contrary to public policy (ordre public).
3. If information is requested by a Contracting State in accordance with this
Article, the other Contracting State shall obtain the information to which the request
relates in the same manner and to the same extent as if the tax of the first-mentioned
State were the tax of that other State and were being imposed by that other State. If
specifically requested by the competent authority of a Contracting State, the competent
authority of the other Contracting State shall provide information under this Article in
the form of depositions of witnesses and authenticated copies of unedited original
documents (including books, papers, statements, records, accounts, and writings), to the
same extent such depositions and documents can be obtained under the Taws and
administrative practices of that other State with respect to its own taxes.
4. Each of the Contracting States shall endeavor to collect on behalf of the other
Contracting State such amounts as may be necessary to ensure that relief granted by the
Convention from taxation imposed by that other State does not enure to the benefit of
persons not entitled thereto.
5. Paragraph 4 of this Article shall not impose upon either of the Contracting States
the obligation to carry out administrative measures which are of a different nature from
those used in the collection of its own taxes, or which would be contrary to its
sovereignty, security, or public policy.
6. For the purposes of this Article, the Convention shall apply, notwithstanding the
provisions of Article 2 (Taxes Covered), to taxes of every kind imposed by a Contracting
State.

Article 27
DIPLOMATIC AGENTS AND CONSULAR O FFICERS
Nothing in this Convention shall affect the fiscal privileges of diplomatic agents or
consular officers under the general rules of international law or under the provisions of
special agreements.
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Article 28
ENTRY INTO FORCE
1. This Convention shall be subject to ratification in accordance with the applicable
procedures of each Contracting State and instruments of ratification shall be exchanged
a t . . . as soon as possible.
2. The Convention shall enter into force upon the exchange of instruments of
ratification and its provisions shall have effect
(a) in respect of taxes withheld at source, for amounts paid or credited on or after
the first day of the second month next following the date on which the Convention
enters into force;
(b) in respect of other taxes, for taxable periods beginning on or after the first day of
January next following the date on which the Convention enters into force.
Article 29
TERMINATION
1. This Convention shall remain in force until terminated by a Contracting State.
Either Contracting State may terminate the Convention at any time after 5 years from
the date on which the Convention enters into force, provided that at least 6 months prior
notice of termination has been given through diplomatic channels. In such event, the
Convention shall cease to have effect
(a) in respect of taxes withheld at source, for amounts paid or credited on or after
the first day of January next following the expiration of the 6 months period;
(b) in respect of other taxes, for taxable periods beginning on or after the first day of
January next following the expiration of the 6 months period.
DONE a t ...........in duplicate, in the English a n d .............languages, the two texts
having equal authenticity, this . .. day o f ........ 19. . FOR THE UNITED STATES
O F AMERICA F O R .........................................

7

Foreign Tax Credit
The United States imposes a tax on the worldwide income of U.S. cor
porations, partnerships, trusts and estates, and citizens and resident
aliens. Income earned outside the United States is likely to be taxed by
the foreign jurisdiction as well. In fact, one of the largest expenditures
incurred in foreign business activities is foreign taxes.1This dual claim on
the right to tax foreign-source income creates the potential for inter
national double or multiple taxation of income earned by a U.S. person
outside the United States.
Before the enactment of the Revenue Act of 1918, the United States
allowed U.S. persons to deduct foreign taxes in the computation of tax
able income. Because U.S. and foreign tax rates were low during this
period, the issue of multiple taxation of foreign-source income was not
important. However, U.S. and foreign involvement in World War I
forced governments to increase tax rates, thus increasing the tax burden
on foreign-source income. In the 1918 act. Congress provided relief from
double taxation by allowing U.S. persons a credit against their U.S. tax
1U.S. corporations paid approximately $27.5 billion in income taxes to foreign govern
ments in 1990, the most recent year for which statistics are available. See S. Nutter,
“Corporate Foreign Tax Credit, 1990: An Industry Focus,” Internal Revenue Service
Statistics of Income Bulletin (Spring 1994): 78 -106.
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liability for certain income and profits taxes paid to foreign countries and
U.S possessions.2
By granting U.S. taxpayers a credit for income taxes paid on foreignsource income, the United States did not relinquish its right to tax U.S.
taxpayers on worldwide income. However, it did cede primary juris
diction to foreign governments to tax U.S. persons on income sourced
outside the United States. The United States retained the residual right
to tax such foreign-source income to the extent of the difference between
the amount of tax that would have been paid if the income was sourced
in the United States and the amount of foreign taxes imposed on such
income (that is, the United States taxes foreign-source income at a rate
that represents the excess of the U.S. tax rate over the foreign tax rate).
The stated objective of using a credit mechanism to alleviate multiple
international taxation is to achieve tax neutrality (sometimes referred to
as capital export neutrality) between the taxation of foreign-source income
and domestic-source income. In other words, foreign-source income of
U.S. taxpayers should be taxed at the same aggregate rate as U.S.source income.3
Through the foreign tax credit mechanism, the United States seeks,
in principle, to collect only an incremental income tax on foreign-source
income of U.S. taxpayers. The U.S. tax paid on such income is the
difference between the U.S. tax that would have been imposed on such
income if it had been domestic-source income and the foreign taxes
imposed on that income. If the effective foreign tax rate is higher than
the U .S tax rate, generally no U.S. taxes are due. Any excess of foreign
taxes over U.S. taxes may be carried back or forward to certain years in
which the limitation for that year allows its use.4
The foreign tax credit, in actuality, does not completely eliminate
the problem of double taxation for a number of reasons. First, foreign
2Revenue Act of 1918 sections 222(a), 238(a), and 240(c). See also W.P. McClure and
H.B. Bouma, “The Taxation of Foreign Income from 1909 to 1989: How a Tilted Playing
Field Developed,” Tax Notes (June 12, 1989): 1380-1410; E. Owens, The Foreign Tax
Credit: A Study of the Credit for Foreign Taxes Under United States Income Tax Law
(Cambridge, Mass.: Harvard Law School International Tax Program, 1961).
3For an in-depth discussion of the economic issues related to the foreign tax credit, see
Joint Committee on Taxation, Factors Affecting the International Competitiveness of the
United States (JCS-6-91), May 30, 1991: 232-268.
4For 1990, $2.5 billion of the $27.5 billion of income taxes paid to foreign governments
were subject to the credit limitation. See S. Nutter, op. cit., 78.
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countries levy taxes other than income taxes, and the United States
allows tax credits, with minor exceptions, only for foreign income taxes.
Second, some foreign countries levy income taxes in excess of the U.S.
tax rates, and the United States allows tax credits only up to a limit of
the U.S. tax burden on such income. Furthermore, a foreign country may
have source-of-income rules different from those of the United States,
with the result that either residence claims or source claims overlap.
Finally, many foreign countries use different rules of income recognition
and deduction for the calculation of taxable income, whereas the foreign
tax credit calculation is based on taxable income calculated according to
U.S. tax laws.

Options for Treating Foreign Taxes
All foreign taxes levied by local, state, and national foreign governments
on U.S. taxpayers (individuals as well as corporations) are eligible for
deduction on U.S. tax returns if the taxes constitute trade or business
expenses or expenses incurred in the production of income (sections
162, 164(a)(3), and 212). There is no limit on the amounts that can be
deducted for these taxes in any one year, even if such deductions create a
loss from operations. The deduction privilege applies to all foreign taxes,
not just to foreign income taxes.
Foreign income, war profits, and excess profits taxes (creditable foreign
taxes) are the only taxes that can be taken either as a credit or
a deduction in any one year. Such taxes are either deducted (with no
limitation as to the amount that can be deducted in any one year) or
credited in their entirety (subject to the limitation imposed by section
904) for a particular taxable year. Taxpayers may switch from one option
to another from year to year without permission from the commissioner
of internal revenue. For example, a taxpayer may take a deduction for
foreign income taxes in 1994 and subsequently take a credit for foreign
income taxes in 1995. Treas. Reg. Sec. 1.901-1(d) provides that the
election to credit taxes rather than deduct them (or vice versa) for a par
ticular taxable year can be made or changed retroactively at any time
before the expiration of the period prescribed by section
6511 (d)(3) (A) (ten years).
A tax credit reduces U.S. tax liability dollar for dollar, or by 100 per
cent of the amount of the credit. A tax deduction reduces U.S tax
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liability at the marginal tax rate of the particular taxpayer involved.
Marginal tax rate is defined as the rate imposed on the taxpayer’s next
increment of income. The marginal tax rates vary, depending on the type
of taxpayer involved and the amount of income. A U.S. corporation is
subject to a top marginal tax rate of 35 percent on taxable income above
$10 million. A U.S. individual’s top marginal tax rate reaches a maxi
mum of 39.6 percent.
For a taxpayer with a net operating loss, the foreign tax credit is of
no value in such year. A benefit might be received either in an earlier
year (through a refund of previously paid taxes) or a later year (through a
reduction of future taxes) if the unused credits can be used as a carryback
or carryforward. The other alternative is to claim the foreign taxes as a
deduction and increase the current-year net operating loss for carryback
or carryforward purposes. A net operating loss has a longer carryback and
carryforward period than a foreign tax credit.
Section 911 allows individuals satisfying certain requirements to
exclude from U.S. taxation up to $70,000 of foreign-source earned
income. A foreign tax credit or deduction is not allowed for foreign taxes
paid or accrued on such excluded income (section 911(d)(6)).

Creditable Foreign Taxes
Section 901(b)(1) allows a credit for “any income, war profits, and excess
profits taxes paid or accrued during the taxable year to any foreign coun
try or to any possession of the United States.” Determining which
payments made to a foreign government are considered creditable for
eign taxes has caused considerable difficulty over the years and continues
to be a significant point of disagreement between the Internal Revenue
Service and many taxpayers. As early as 1938, the Supreme Court ruled
that a foreign tax system must resemble the U.S. income tax system in
order for the tax to be creditable.5 During the 1960s and 1970s, it came
to the attention of the IRS that taxpayers were taking a credit for “taxes”
that more closely resembled royalties, user fees, and profit-splitting
arrangements than an income tax as defined by U.S. law. As a result, the
IRS embarked on a rulings program in an effort to distinguish which
5Biddle v. Comm., 302 U.S. 573 (1938). See also Inland Steel Co. v. United States, 677
F.2d 72 (1982).
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taxes imposed by foreign countries qualified as creditable foreign taxes.
The uncertainty caused by these rulings compelled the Treasury to issue
proposed regulations in 1979 that attempted to provide definitive criteria
for identifying creditable taxes. These regulations were subsequently
reissued in various forms in 1980 and 1983. The final regulations in this
area were issued in October 1983.
The basic criteria established in Treas. Reg. Sec. 1.901-2 (a)(l) is
that a foreign levy will be considered an “income” tax if and only if (1) it
is a tax and (2) the predominant character of that tax is that of an
income tax in the U.S. sense.
In addition, whether a foreign levy is an income tax is to be deter
mined independently for each separate foreign levy.
Definition of a “Tax”

Treas. Reg. Sec. 1.901-2(a)(2)(i) defines a foreign levy as a tax if it is a
“compulsory payment pursuant to the authority of a foreign country to
levy taxes.” This definition precludes penalties, fines, interest, or custom
duties from qualifying as creditable taxes. In addition, the determination
as to whether a levy is “compulsory” is to be determined by U.S. prin
ciples of law, not the laws of the foreign country.
Before a tax can be creditable, it must be paid or accrued (Treas. Reg.
Sec. 1.901-2(e)(l)). A tax is not considered paid or accrued to the
extent it is reasonably certain that the amount will be refunded, credited,
abated, or forgiven (Treas. Reg. Sec. 1.901-2(e)(2)). As long as the
amount is not greater than a reasonable approximation of the taxpayer’s
final tax liability, it will not be considered reasonably certain that any
part of the amount will be refunded. Treas. Reg. Sec. 1.901-2(e)(5) also
requires that the taxpayer make an attempt to reduce the foreign tax lia
bility over time and to exhaust all “effective and practical remedies” to
reduce such foreign tax liability. This requirement is not interpreted to
mean that the taxpayer must elect options to defer income when avail
able or restructure transactions in order to minimize foreign taxes.
The regulations state that a levy in return for which the taxpayer
receives a “specific economic benefit” is not considered a creditable tax.
Treas. Reg. Sec. 1.901-2(a)(2)(ii)(B) defines a specific economic benefit
as “an economic benefit that is not made available on substantially
the same terms to substantially all persons who are subject to the income
tax that is generally imposed by the foreign country, or, if there is no
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such generally imposed income tax, an economic benefit that is not
made available on substantially the same terms to the population of the
country in general.”
This regulation notes that a concession to extract governmentowned petroleum is a specific economic benefit, whereas the right to
travel or ship freight on a government-owned airline is not because the
latter, but not the former, is generally made available on substantially the
same terms.
Dual-Capacity Taxpayers. Taxpayers who are subject to a compulsory levy
by a foreign government and also receive a specific economic benefit
are referred to as dual-capacity taxpayers (Treas. Reg. Sec. 1.901-2(a)
(2)(ii)(A)). A dual-capacity taxpayer must delineate the amount of the
levy that qualifies as a creditable tax from the amount that represents
a payment for a specific economic benefit. The methods for making such
a delineation are found in Treas. Reg. Sec. 1.901-2A.
A dual-capacity taxpayer can avoid making the bifurcation of the levy
if it can be shown that the levy is the same as the levy paid by others
who are not in receipt of the economic benefit (Treas. Reg. Sec. 1.9012A (a)(l)). Otherwise, the taxpayer must use either the facts-and-circum
stances method (Treas. Reg. Sec. 1.901-2A(c)(2)) or the “safe-harbor
formula” method (Treas. Reg. Sec. 1.901-2A(c)(3)).
Under the safe-harbor formula, the amount of the levy that is a credit
able tax is determined as follows:

(A - B - C) x D
1- D
where:
A =
B =
C =
D =

Gross receipts (Treas. Reg. Sec. 1.901-2A(e)(2))
Costs and expenses (Treas. Reg. Sec. 1.901-2A(e)(2))
Actual amount of levy paid in the taxable year
General income tax rate (Treas. Reg. Sec. 1.901-2A(e)(3))

Taxpayers must apply the safe-harbor formula on a per-country basis,
and the election must be made on the first tax return for the first year to
which the election will apply. Any taxpayer who does business with a
foreign government or agency should determine whether it will be classi
fied as a dual-capacity taxpayer for U.S. tax purposes.
U.S. Concept of Income

The second criterion for a foreign levy to be a creditable foreign tax is
that the “predominant character of the foreign tax is that of an income
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tax in the U.S. sense” (Treas. Reg. Sec. 1.901-2(a)(2)(ii)(E)(3)). To
satisfy this criterion, the foreign tax must be likely to reach “net gain in
the normal circumstances in which it applies” (Treas. Reg. Sec. 1.9012(b)(1)). Three requirements must be met under this criterion:
realization, gross receipts, and net income (Treas. Reg. Secs. 1.9012(b)(2), (b)(3), and (b)(4)).
The realization test requires that the net gain on which the foreign
tax is imposed must be “realized” in the U.S. tax sense; that is, it must be
the result of a transaction. If the foreign tax is imposed before or after the
U.S. realization event, it may still be creditable if the pre-event or
postevent is the transfer or processing of “readily marketable property.”
Treas. Reg. Sec. 1.901- 2(b)(2)(iii) defines property as readily marketable
if it constitutes inventory and it can be sold on the open market without
further processing or is exported from the foreign country.
The gross receipts test is satisfied if the predominant character of the
foreign tax is that of a tax imposed on the net income attributable to
actual gross receipts. This test may be satisfied if the foreign government
uses a formula to approximate gross receipts, provided the result is not
greater than the fair market value of the services provided by the tax
payer. The regulations use as an example a “headquarters company tax”
imposed by a foreign country on the regional headquarters of a nonresi
dent corporation (Treas. Reg. Sec. 1.901-2(b)(3)(ii), example (1)). For
purposes of the tax, gross receipts of the headquarters are considered to
be 110 percent of its costs and expenses. If it is likely that the formula
does not produce an amount that is greater than the fair market value of
the services provided by the headquarters, then the tax satisfies the gross
receipts requirement.
Finally, the tax must be imposed on gross receipts less significant
costs and expenses (the net income test). Expenses include capital expen
ditures attributable to the gross receipts. Treas. Reg. Sec. 1.901-2(b)(4)(i)
states that the foreign cost recovery period may be faster or slower than
the U.S. rules, provided the recovery period is not so slow that it effec
tively denies the taxpayer a recovery of the cost. If the foreign law
precludes the deductibility of a particular expense, it may still be deemed
to meet the net income test provided it gives allowances that effectively
compensate for the nonrecovery.6 Another factor that supports the
6See LTR 9429019 and LTR 9429020 (April 25, 1994), in which the IRS ruled the
Canadian Petroleum and Gas Revenue Tax was not a creditable tax because its resource
allowance of 25 percent of production revenue did not fully compensate for the nondeductibility of interest expense, exploration expense, cost depletion, and research and
development costs.
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net income test is the offsetting of losses incurred in one activity in a
trade or business against profits from another activity in the same trade
or business.
Although a tax may meet the definition of an income tax in the U.S.
sense, it is not considered a creditable tax to the extent it is selectively
imposed on only those taxpayers whose home countries allow the foreign
tax credit (Treas. Reg. Sec. 1.901-2(c)(1)). Such a tax is referred to as a
soak-up tax.
Despite the extensive discussion in the regulations of the criteria to
be used to determine if a foreign tax is an “income” tax using U.S. prin
ciples, the IRS continues to issue rulings on specific taxes imposed by
foreign jurisdictions.7 In addition, courts are still called upon to interpret
the language of these regulations.8
Subsidies

Section 901(i) disallows as a creditable tax any income tax that is used
(directly or indirectly) by the foreign country to subsidize the taxpayer, a
party related to the taxpayer (as defined in section 482), or a party to the
transaction or a related transaction. The form of the subsidy may include
a rebate, refund, credit, deduction, payment, or discharge of an obliga
tion, but the subsidy must be determined by reference to the amount of
the tax or by reference to the base used to compute the amount of the
tax. The use of an official foreign government exchange rate to convert
foreign currency into U.S. dollars where a free exchange rate also exists
is not considered a subsidy if (1) the use of the rate is not targeted to
transactions that give rise to a claim for a foreign tax credit, (2) the rate
applies to a broad range of international transactions, and (3) any reduc
tion in the overall cost of the transaction is merely coincidental to the
broad structure and operation of the official exchange rate.9
Example 7.1. A foreign country imposes a 30-percent tax on nonresident
lenders with respect to interest received from borrowers who are residents of
the country. The government remits to resident borrowers an incentive pay7See Rev. Rul. 87-39, 1987-1 C.B. 180 (Uruguayan withholding tax is not creditable).
8Texasgulf, Inc. v. United States, 17 Cl. Ct. 275 (1989) (Ontario mining tax is not cred
itable); Phillips Petroleum, 104 T.C. 256 (1995) (Norway’s special tax on petroleum
producers was fully creditable).
9Treas. Reg. Sec. 1.901-2(e)(3)(iii) (adopting the holding of Rev. Rul. 84-143, 1984-2
C.B. 127).
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ment for engaging in foreign loans in an amount equal to 20 percent of the
interest paid to the nonresident lenders. During 1995, a U.S. person receives
$100,000 of interest from a borrower who is a resident of this country, and
the borrower withholds $30,000 as a tax. The borrower is then remitted
$20,000 from the government (20 percent of the interest paid) as an incen
tive payment, making the net cost of the loan $10,000. Assuming the
$30,000 tax withheld otherwise meets the definition of a creditable tax for
U.S. purposes, the U.S. lender will be denied a credit for two-thirds of the
amount withheld (20 percent/30 percent) because the incentive payment
will be considered a subsidy under section 901(i). The incentive payment is
considered a subsidy because it is provided to a party (the borrower) to the
transaction and is computed with reference to the base used to compute the
amount of the tax.10
Multiple (Cross-Credited) Levies

A foreign government may allow a taxpayer to reduce its tax liability for
one levy (“first levy”) by the amount of the taxpayer’s liability for a dif
ferent levy (“second levy”). In this case, the amount of the “second levy”
considered paid is the entire liability for that levy, and the remainder of
the amount paid is considered the amount paid for the “first levy” (Treas.
Reg. Sec. 1.901-2(e)(4)). The amount of a “multiple levy” that is credit
able may depend on whether the foreign government allows an “offset”
system or a “greater than” system. If the income tax may be “offset” by a
non-creditable tax (e.g., an excise tax), only the excess of the income tax
paid over the offset tax is creditable. If the taxpayer pays the greater of
the income tax or a non-creditable tax, the entire amount of the income
tax is creditable, provided it is the greater tax.
An example of a multiple levy is found in Rev. Rul. 91-4511 relating to
the imposition by the Mexican government of both an income tax and a
2-percent assets tax on foreign companies. The income tax (“second
levy”) paid could reduce the assets tax (“first levy”). The IRS held that
the entire income tax paid was creditable in this case and that any
amount paid over the income tax was attributable to the assets tax and

10Treas. Reg. Sec. 1.901-2(e)(3)(iv), example (1). See also Rev. Rul. 78-258, 1978-1 C.B.
239; Nissho Iwai American Corp., 89 T.C. 765 (1987); First Chicago Corp., 61 T.C.M.
1774 (1991); Continental Illinois Corp., 998 F.2d 513 (CA-7, 1993), aff g, rev’g, and rem’g
61 T.C.M. 1916(1991).
111991-2 C.B. 336.
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not creditable. Under the recently signed U.S.-Mexico treaty, Mexico
agreed not to impose the 2-percent assets tax on U.S. companies with a
permanent establishment in Mexico (see the Protocol to the treaty).
“In Lieu of” Income Taxes

Taxes that do not qualify as income taxes may still qualify for credit
under section 903. Prior to 1942, the foreign tax credit was allowable
only for income, war profits, and excess profits taxes. In 1942, Congress
broadened the scope to include taxes levied by foreign countries that
have an income tax law in force but, for one reason or another, have
imposed a substitution tax on a particular taxpayer. Treas. Reg. Sec.
1.903-1 (a) states that a charge is considered to be a tax that is “in lieu
of” an income tax if it meets the following conditions:
1.

2.

3.

4.

Except for minor modifications explained at Treas. Reg. Sec. 1.9031(b), the charge is a tax (as defined in Treas. Reg. Sec.
1.901-2(a)(2)).
The taxpayer, in the absence of a specific waiver, would have been
subject to the general income tax (that is, the levy is a substitute for
the general income tax).
The foreign law is structured so that the amount of the charge will
not be significantly greater than the amount that would otherwise
be payable on income if the general income tax were applicable.
Liability for the substitute charge is not related to the availability of
a credit for the charge against tax liability to another country (that
is, it is a soak-up tax).

Treas. Reg. Sec. 1.903-1(a) also makes the following general state
ments about whether an in-lieu-of tax qualifies for the credit:
1.

2.
3.

The foreign country’s purpose for imposing the foreign tax is imma
terial (for example, because of administrative difficulty in
determining income subject to the general income tax or deductions
permitted under the general income tax).
All the income derived by persons subject to the substitute charge
need not be exempt from the income tax.
The base of the substitute charge may be gross income, gross receipts
or sales, or the number of units produced or reported. The base
of the substitute charge need not bear any relationship to realized
net income.
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If the substitute charge is in lieu of another legal liability in addition
to the general income tax, the amount of the substitute charge con
sidered to be in lieu of the general income tax is the amount
properly allocable to the general income tax.
In determining whether a charge is a tax in lieu of an income tax,
the rules are applied independently to each separate charge imposed
by the foreign government.

Treas. Reg. Sec. 1.903-1(b)(3) provides examples of when a foreign tax
satisfies the substitution requirement. One situation described in the
regulations is that of a foreign country that imposes a tax on realized net
income, except that nonresidents are not subject to the tax. Instead,
nonresidents are subject to a gross income tax on income from that
country that is not attributable to a trade or business carried on in that
country. The gross income tax meets the substitution requirement in this
case (Treas. Reg. Sec. 1.903-1(b)(3), example (1)).
If a tax is imposed by a country with which the United States has a
tax treaty, the treaty should be consulted because many treaties contain
specific provisions as to the creditability of certain taxes.
Disallowance of the Credit for Taxes Paid
to Certain Countries

Otherwise creditable taxes paid to foreign countries are not allowed as a
credit if the country is described in section 901(j)(2)(A). The countries
described in section 901(j)(2)(A) include countries the government of
which the United States does not recognize, countries with which the
United States has severed relations or does not conduct such relations,
and countries that have been designated as repeatedly providing support
for acts of international terrorism.12
The credit is denied on taxes paid or accrued on income attributable
to the period beginning on the later of January 1, 1987, or six months
after the country is designated as meeting one of the above descriptions
and ending on the date the country no longer meets one of the above
descriptions. Rev. Rul. 92-6213 provides transition rules for when a coun-

12Rev. Rul. 95-63, 1995-37 I.R.B. 4 lists Cuba, Iran, Iraq, Libya, North Korea, Sudan, and
Syria as countries to which the provisions of section 901(j) apply.
131992-2 C.B. 193.
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try ceases to be described in section 901(j), as South Africa did in
September 1991.
The limitation imposed by section 901(j) applies to credits allowed
under sections 901, 902, 960, and 1248. Taxes that are not creditable
under section 901(j) may still be deductible under section 164.
Dividends received from a foreign country are not grossed up under sec
tion 78 for foreign taxes paid by the foreign corporation if such taxes are
not creditable under section 901(j).

Taxpayers Eligible for the Credit
U.S. Citizens and Domestic Corporations

An individual who is a citizen of the United States may claim a foreign
tax credit regardless of whether he or she resides within or outside the
United States (section 901(b)(1)). A U.S. citizen electing the foreignearned income exclusion under section 911 is not allowed foreign tax
credits to the extent the foreign tax is properly allocable against such
excluded gross income (that is, a foreign tax was imposed on the excluded
income). An individual who uses the standard deduction may claim the
benefits of the foreign tax credit.
A domestic corporation is eligible for a foreign tax credit on taxes
paid or accrued to any foreign country or U.S. possession (section
901(b)(1)). A domestic corporation satisfying the provisions of section
936 (a possessions corporation) is precluded from deducting or taking a
credit for any income taxes paid to the U.S. possession or a foreign coun
try on the possessions-source income. A regulated investment company
electing to currently distribute its income under section 853 similarly is
denied the credit (Treas. Reg. Sec. 1.901-1(g)(3)).
Resident Aliens of the United States or Puerto Rico

An individual who is a resident of the United States or Puerto Rico may
claim a foreign tax credit for taxes paid or accrued during the taxable
year to any foreign country or U.S. possession (section 901(b)(3)).
A resident alien electing treatment under section 911 is not allowed
foreign tax credits to the extent the credit is properly allocable against
excluded income. The President of the United States can impose a
requirement that the country of which the resident alien is a citizen
allow a reciprocal foreign tax credit to citizens of the United States resid
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ing in that country before the U.S. tax is creditable by the resident alien
(section 901(c)). No President has exercised this privilege to date.
Nonresident Aliens and Foreign Corporations

Nonresident aliens and foreign corporations are allowed a foreign tax
credit for foreign taxes paid or accrued on income effectively connected
with a U.S. trade or business (section 901(b)(4)). The amount of the
credit is limited by section 906, which does not allow the credit for
income that would not have been taxed by the foreign country except for
the fact that the taxpayer is a citizen or resident of the foreign country
(in the case of individuals), or that the taxpayer was created under the
laws of the foreign country or is domiciled in that country (in the case of
a foreign corporation).
Section 1504(d) provides that foreign corporations 100-percent
owned by domestic corporations and organized under the laws of a con
tiguous foreign country (Mexico and Canada) solely for the purpose
of complying with certain foreign laws may be treated as domestic corpo
rations. Such foreign corporations can thus be included in a U.S.
consolidated group for tax return purposes, and foreign taxes paid or
accrued by such foreign subsidiaries may be taken as credits in the year
paid or accrued rather than as deemed-paid credits on a dividend that
may be paid in a later year.
S Corporations

For taxable years beginning after December 31, 1982, foreign taxes paid
by an S corporation pass through to the shareholders (section
1366(a)(1)). An S corporation is not eligible for the deemed-paid for
eign tax credit, nor can these deemed-paid taxes be passed through to
the shareholders.
Partnerships

A U.S. citizen, resident alien, or U.S. entities that can, by law, be part
ners in a partnership (such as a domestic corporation)14 can take as a
credit their proportionate share of the foreign taxes of the partnership
14Section 901(b)(5) applies only to individuals who are partners. It is generally considered,
however, that the partnership statutes of sections 702 through 704 broaden the eligibil
ity to all partners. See Arundel Carp. v. United States, 102 F. Supp. 1019 (Ct. Cl. 1952).
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(section 901(b)(5)). The conduit principle applicable to the allocation
of the income and expenses of the partnership applies to foreign taxes
incurred by the partnership. In addition, because partners are allocated
separately their distributive share of foreign taxes paid by the partner
ship (section 702(a)(6)), each partner makes a separate election to
deduct or take a credit for the allocated share of creditable foreign taxes
(section 703(b)(3)).
Estates and Trusts

Estates and trusts formed under the laws of the United States are allowed
credits to the extent foreign taxes are not allocable to the beneficiaries
(section 642(a)). Foreign income taxes paid by an estate are creditable
by the estate, unless the tax is properly creditable on the final return of
the decedent or if the estate is not liable for the tax.15
The beneficiary of an estate or trust formed under laws of the United
States who is a U.S. citizen or resident alien in the United States is
entitled to take as a credit a proportionate share of the taxes imposed on
the estate or trust. Estates and trusts are required to gross up the income
that is distributed by the taxes paid. If the distribution is made from the
accumulated income of an accumulation trust, the beneficiary is permit
ted under throwback rules to credit foreign taxes paid by the trust on the
income distributed.

Foreign Taxes Imposed on the Taxpayer
Direct Taxes

Except for deemed-paid taxes, a credit may be taken only by the party
upon whom the foreign tax is directly imposed, even if another person
(such as a withholding agent) remits the tax (Treas. Reg. Sec. 1.9012(f)(1)). That is, only the person who has legal responsibility for
payment of the tax may take a credit for the tax. Some examples of direct
taxation are foreign taxes levied on wages, dividends, business conducted
through a branch, investment transactions handled directly by U.S.
shareholders, and direct exporting.
15Lederman, 6 T.C. 991 (1946).
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The determination of who actually bears the legal incidence of the
foreign tax may be difficult when the structure of a country’s tax laws
differs significantly from that of the United States. As a general rule, one
should follow the U.S. standards for deciding who bears the legal inci
dence of the tax. Additional guidance can sometimes be obtained by
reviewing tax treaties or conventions with specific countries or rulings
issued by the IRS.
The withholding tax is one of the more difficult types of taxes for
identifying the actual taxpayer. Many foreign countries levy this type
of tax on dividend payments and royalty payments. Generally the payor
of the dividend or royalty is required to withhold the taxes and pay out
only a net dividend or a net royalty to the payees. A question may arise
as to whether the actual taxpayer is the party paying the taxes to the for
eign country or the U.S. recipient of the net payment. In regard
to this point, the IRS has issued a number of rulings on withholding
taxes of various countries.16
When a foreign income tax is imposed on the combined income of
two or more related taxpayers (for example, a married couple filing
a joint return or a corporation filing a consolidated tax return with a
subsidiary) and the taxpayers are jointly and severally liable for the tax,
then the foreign tax is treated as imposed on each taxpayer separately
based on his or her pro rata portion of the tax base (Treas. Reg. Sec.
1.901-2(0(3)).
Indirect (Deemed Paid) Taxes

Sections 902 and 960 allow certain U.S. corporate shareholders of a
foreign corporation to claim a foreign tax credit when actual dividends
are received (or deemed received in the case of a controlled foreign cor
poration). The amount of the deemed-paid credit is a proportionate share
of the foreign income taxes paid by the foreign corporation on the
income distributed or deemed distributed to the U.S. shareholder.1
7

16Some examples are Rev. Rul. 56-288, 1956-1 C.B. 321 (Australia); Rev. Rul. 63-51,
1963-1 C.B. 407, modified by Rev. Rul. 74-525, 1974-2 C.B. 411 (Belgium); Brantman v.
United States, 167 F. Supp. 885 (N.D. Cal. 1958) (Singapore).
17Individuals who are shareholders in a foreign corporation are not allowed deemed-paid
credits under section 902. An individual electing to be subject to tax at corporate rates
under section 962 is eligible for deemed-paid tax credits under section 960.
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The purpose of the deemed-paid credit is to equalize the tax burden
of domestic corporations operating through a foreign branch or a foreign
subsidiary. A domestic corporation operating through a foreign branch
includes such foreign-source income on its domestic tax return in the
year earned, and is eligible for a direct foreign tax credit on income taxes
it pays the foreign jurisdiction on such income. Under U.S. consolidated
tax return rules, a domestic corporation may not include the income or
loss of a foreign subsidiary on its domestic tax return. However, the
United States does not tax the income of the foreign corporation unless
it is effectively connected with a U.S. trade or business. Any foreign
taxes paid by the foreign corporation are not eligible for credit on the tax
retum(s) of the domestic corporate shareholders.
The U.S. corporate shareholder includes dividends received from its
foreign subsidiary on its U.S. tax return as income in the year received
(or deemed paid). The amount of dividend income is net of any foreign
taxes paid by the payor, and the dividend is not eligible for the dividendsreceived deduction unless the income was previously taxed as effectively
connected with a U.S. trade or business. The deemed-paid credit allows
the domestic corporation a credit at the time the dividend is included
on the U.S. tax return, in a manner that treats the U.S. corporation as
having paid the foreign taxes imposed on that income.
Before a domestic corporation is eligible for the deemed-paid credit,
it must meet minimum stock-ownership requirements in the foreign cor
poration from which it receives dividends. The minimum ownership
requirements are structured in terms of chain ownership (sections 902(a)
and (b)). A domestic corporation is eligible for the deemed-paid credit
on actual or deemed distributions from first-, second-, or third-tier for
eign corporations only.
To qualify for the credit on distributions from a first-tier foreign cor
poration, a domestic corporation must own directly at least 10 percent of
the voting stock of the first-tier foreign corporation (section 902(a)).
The IRS has ruled that ownership requires actual ownership; therefore,
the shares owned by members of an affiliated group cannot be aggregated
to meet the 10-percent test.18
To be eligible for the credit on distributions from second- and thirdtier foreign corporations, two ownership tests must be met. First, the

18Rev. Rul. 85-3, 1985-1 C.B. 222; see also First C hicago C o rp ., 9 6 T.C. 421 (1991).

Foreign Tax Credit

191

first-tier foreign corporation must own at least 10 percent of the voting
stock of the second-tier foreign corporation (section 902(b)(1)), and
the second-tier foreign corporation must own at least 10 percent of the
voting stock of the third-tier foreign corporation (section 902(b)(2)).
Second, the domestic corporation must indirectly own at least 5 percent
of the voting stock of the second- and third-tier foreign corporations,
respectively, in order to receive a deemed-paid credit for dividends paid
up the chain (section 902(b)(3)). The ownership requirements are illus
trated as follows:
E xam ple 7.2 . A lpha, a dom estic corporation, owns 40 percent of the voting
stock o f Beta, a foreign corporation. Beta owns 10 percent o f the voting
stock o f Gam m a, a foreign corporation. A lph a also directly owns 5 percent
o f the voting stock o f Gam m a. A lph a will be allowed a deemed-paid foreign
tax credit on a dividend from Beta to A lph a because A lph a owns 10 percent
or more o f the voting power o f Beta. A deemed-paid credit on dividends
from G am m a, which ultimately are paid to A lph a from Beta, will not be
available because both the 10-percent direct ownership and the 5-percent
indirect ownership requirements are not met. Beta owns 10 percent of
G am m a, but A lph a holds only a 4-percent indirect ownership (40% X
10%) in Gam m a. T h e additional 5-percent direct ownership o f A lph a in
G am m a may not be combined with the 4-percent indirect ownership in
order to satisfy the indirect ownership requirements.

The ownership requirements must be met only on the dates the divi
dends are received from the foreign corporation (Treas. Reg. Sec.
1.902-1(c)(1)(ii) and (d)(1)(ii)). Thus, it is possible to receive deemedpaid credits for taxes paid by a foreign corporation for years when the
requisite ownership did not exist in the corporation. For example,
assume domestic corporation Alpha acquired 50 percent of the voting
stock of foreign corporation Beta in 1995. There was no ownership
in Beta prior to this time. Shortly thereafter, Beta distributed to Alpha
dividends attributable to the earnings and profits of 1993 and 1994.
Alpha may still take full deemed-paid credits for foreign taxes paid by
Beta with respect to these dividends even though the foreign taxes were
paid in 1993 and 1994, years that are prior to Alpha’s acquisition of Beta.
Furthermore, once the ownership requirements are met, the deemedpaid credit applies to all dividends received, not just to dividends on
voting stock.
Section 1248 provides that gains from the sale, liquidation, or
redemption of stock of a controlled foreign corporation by a domestic
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corporation may be treated, in whole or in part, as dividend income
rather than capital gain. Under Treas. Reg. Sec. 1.1248-1(d), the domes
tic corporation may take a deemed-paid foreign tax credit on such gains
as if they had been distributed as dividends. The portion of the gain
taxed as dividend income is the earnings and profits attributable to such
stock that were accumulated in taxable years beginning after December
31, 1962. The foreign tax credit of section 902 applies just as if a regular
dividend had been distributed. The rationale for this provision is that
since section 1248 taxes the gains as dividend income, the foreign tax
credit provisions applicable to dividends from foreign corporations
should apply. This treatment may provide a more desirable tax result
than the treatment as capital gains.
Section 960(a), applicable to domestic corporations, and section
962, applicable to individuals (including trusts and estates under Treas.
Reg. Sec. 1.962-2(a)), provide that when certain undistributed income
of a controlled foreign corporation (CFC) must be included in income
under the provisions of subpart F (sections 951-964), the shareholders
are entitled to deemed-paid credits for the foreign taxes paid by the CFC
on the undistributed income. Prior to the enactment of subpart F, earn
ings of foreign corporations (other than foreign personal holding
companies) were taxed only upon distribution, and the deemed-paid
credit was structured on this same-time basis. When subpart F required
shareholders to be taxed on undistributed income, section 960 was cre
ated to extend the deemed-paid credit allowance to this undistributed
income (the provisions of subpart F are discussed in detail in chapter 8).
The stock ownership requirements to take deemed-paid credits under
sections 960 and 962 are the same as the requirements of section 902,
explained previously.
Section 853 allows regulated investment companies that pay out at
least 90 percent of their income annually and have invested more than
50 percent of the value of their total assets in stock of foreign corpora
tions to elect to pass eligible foreign tax credits (direct foreign taxes
only) on to their shareholders. The tax credits are allocated to each
shareholder according to his or her share of the regulated investment
company’s dividend income. Such dividends must be grossed up by the
amount of foreign taxes that, in effect, pass through the regulated invest
ment company.
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When Credits May Be Taken
The timing rules governing when foreign taxes can be taken as credits
against U.S. liabilities should be considered not only from the standpoint
of proper compliance with the tax laws, but also with regard to the
effects such rules can have on the limitations to foreign tax credits in any
one year. The limitation formulas are discussed in detail below. Because
the formulas are affected by timing factors, a mismatching of income
and taxes may result, thereby reducing a taxpayer’s credit limitation in
that year.
Cash Method Taxpayer

A cash method taxpayer usually takes a deduction or a credit in the year
the expenditure is paid. Section 905(a) allows a cash-basis taxpayer to
elect to take a foreign tax credit in the year in which such taxes accrue
rather than in the year such taxes are paid. This special allowance gives
recognition to the fact that the payment of foreign taxes may be made
several years after the year in which the income is earned. This provision
helps to prevent the mismatching of income and credits that can result
in reduced credits because of the credit limitation.
Once the election to accrue foreign taxes for purposes of the credit is
made, it is binding in future years. The election applies to all foreign
taxes eligible for credit. The division of foreign taxes—crediting some
when paid and some when accrued— is not allowed. However, in the
year of an election that changes a cash-basis taxpayer to the accrual
basis, a doubling up of the foreign taxes of the previous year (when paid)
plus the current year (when accrued) is permissible.19
Example 7.3. H, a cash-basis U .S . taxpayer, elects in 1995 to take a credit for
foreign taxes when they accrue rather than as they are paid. In 1995 H paid
foreign taxes owed for 1993 and 1994 and accrued taxes owed for income
earned in 1995. H is entitled to take a credit in 1995 for the taxes paid from
cash-basis years (1993 and 1994) and the taxes accrued for the year of the
change to the accrual election.

This special provision for cash method taxpayers applies only to taking
the foreign taxes as a credit, not as a deduction. Cash method taxpayers
19Ferrer, 35 T.C. 617 (1961).
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who elect to deduct foreign taxes may deduct these taxes only in the
year paid.
The three situations in which, with certain exceptions (discussed
below), taxes are considered paid are—
1.
2.

3.

Years in which actual payment is made to a foreign government.
Years in which taxes have been withheld from income or from gains
by a withholding agent, even though the withholding agent may not
pay the taxes to the foreign government until a later year.20
However, if the withholding agent never forwards the taxes to the
foreign government, then the amount of the credit must be refunded
to the U.S. government.
Years in which estimated taxes are paid if the taxes represent a legal
tax liability.

Accrual Method Taxpayer

A taxpayer whose regular method of accounting is accrual does not have
the option to treat foreign taxes either on the accrual or cash basis. An
accrual method taxpayer must accrue foreign taxes for purposes of the
credit.
The timing of the foreign taxes accrual is generally determined
according to the same principles as the accrual of other expenditures;
that is, the taxes are creditable (or deductible, as the case may be) in
the year in which all the events that fix the amount and liability to the
taxpayer have occurred (Treas. Reg. Sec. 1.446-1(c)(1)(ii)). The events
that fix the liability (and therefore, the timing) are determined by the
laws of the foreign country. In general, a tax is accrued to a foreign coun
try at the end of the foreign taxable year. In cases in which the taxpayer’s
domestic taxable year differs from his or her foreign taxable year, the
accrued foreign taxes are creditable in the domestic taxable year within
which the foreign taxable year ends.21 The commissioner of internal
revenue may require an accrual basis taxpayer to post an income tax
bond to cover potential adjustments if the amount of foreign taxes ulti
mately paid differs from the amount claimed. This bond is filed on Form
1117 by both individuals and corporations.
20Lederman, 6 T.C. 991 (1946).
21Santa Fe Drilling Co. v. Riddell, 217 F. Supp. 630 (S.D. Cal. 1963).
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“Proof of Credits” Requirement

Section 905(b) allows a credit for foreign taxes paid or accrued only if the
taxpayer establishes “to the satisfaction of the Secretary” the following:
1.
2.
3.

The total amount of income derived from sources outside the
United States
The amount of income derived from each country and the tax paid
or accrued on such income
All other information necessary for verifying and computing the
foreign tax credit

A claim for a foreign tax credit must be accompanied by Form 1116
(individuals) or Form 1118 (corporations). Treas. Reg. Sec. 1.905-2(a)(2)
states that the form “must be carefully filled in with all the information
called for and with the calculations of credits indicated.” As currently
written, Treas. Reg. Secs. 1.905-2(a)(2) and (b) require that documenta
tion supporting the credit be attached to the form on which the credit is
claimed. Cash method taxpayers must attach the receipt for each pay
ment, whereas accrual method taxpayers must attach the tax return on
which the foreign tax is calculated (the original, a duplicate original, a
duly certified or authenticated copy, or a sworn copy). In the absence of
direct evidence, the district director may accept secondary evidence
of the claim (for example, a copy of the check issued for payment of
the tax, or excerpts from the taxpayer’s accounts showing the amount
of foreign income and taxes). These regulations have been temporarily
suspended effective January 1, 1988, pending an IRS study to analyze
compliance levels for foreign tax credits and to explore alternative sys
tems.22 As a result, the taxpayer is not required to attach supporting
documentation to the form itself when filed; however, the taxpayer is
required to be able to substantiate the claim with proper documentation
and have such documentation available for examination.23

22Notice 88-65, 1988-1 C.B. 552.
23Rev. Rul. 67-308, 1967-2 C.B. 254, provides guidelines for acceptable evidence to estab
lish a claim for a foreign tax credit. See also Continental Illinois Corp., 998 R2d 513
(CA-7, 1993), in which the Seventh Circuit upheld the IRS’s disallowance of sec
ondary evidence (in this case, borrowers’ letters) as proof of taxes paid.
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Subsequent Adjustments to the Foreign Tax
Credit Claimed

If the accrued taxes paid differ from the amounts claimed as a credit, or if
any tax paid is refunded, the taxpayer is required to notify the secretary
of the Treasury, who will then redetermine the amount of the taxpayer’s
U.S. tax liability for the year or years affected (section 905(c)).
Notification is made by filing either Form 1040X (individual) or Form
1120X (corporation) along with the appropriate Form 1116 or Form
1118. Detailed compliance rules are found in Temp. Treas. Reg. Sec.
1.905-4T.24 A redetermination of U.S. tax liability is not required if the
change is due solely to foreign currency fluctuation and the amount of
the foreign tax change is less than the lesser of (1) $10,000 or (2) 2 per
cent of the total dollar amount of the foreign tax initially accrued
(Temp. Treas. Reg. Sec. 1.905-3T(d)(1)).
Special rules apply when the redetermination applies to foreign taxes
deemed paid under section 902 or section 960. In these cases, the tax
payer adjusts the pools of accumulated earnings and profits and
accumulated foreign taxes for the amount of the refund or additional
taxes owed. A redetermination of the taxpayer’s U.S. tax liability is
required, however, if the foreign tax liability is in a “hyperinflationary
currency” (Temp. Treas. Reg. Sec. 1.905-3T(d)(4)(i)). In cases in which
the foreign tax accrued is in excess of 2 percent of the foreign tax paid,
the IRS may, at its discretion, require a redetermination of U.S. tax lia
bility (Temp. Treas. Reg. Sec. 1.905-3T(d)(4)(ii)).
A taxpayer who receives a refund of foreign taxes will not be charged
interest on the amount of tax due from the U.S. tax adjustment, pro
vided the foreign government does not pay interest to the taxpayer with
the refund. If the foreign government pays interest with the refund, the
IRS will charge interest on the tax adjustment up to the amount of inter
est received from the foreign government.
E xam ple 7 .4 . U .S . taxpayer Rockwell paid foreign taxes of $2,000 to a for

eign country in 1992. In 1995, he received a refund of $500 o f these taxes
along with interest o f $50. If Rockwell owes additional U .S . tax due to this
refund, he will be charged interest on the deficiency up to $50. T he interest
owed (up to $50) will be calculated using the appropriate U .S . rate o f inter
est on the tax due.

24These regulations are effective for tax years beginning after 1986.
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Exceptions to the General Rules of Cash or Accrual
Completed Contract. A U.S. taxpayer who has elected to report income

on the completed'contract method may defer taking a credit for foreign
taxes paid until completion of the contract.25
Blocked Income. The regulations under section 461 provide that income
that would otherwise be taxable in a particular year, except that mone
tary, exchange, or other restrictions imposed by a foreign country block
distribution of the income, does not have to be recognized until the
blockage is removed. Treas. Reg. Sec. 1.905-1(b) states that the credit
with respect to such amounts is deferred until the year the blockage is
removed and the amounts are includable in gross income.
Contested Taxes. Tax liabilities for a particular year that are being con
tested by a taxpayer cannot be deducted until the year of settlement.26
A foreign tax credit arising from a contested tax is treated as accruing in
the taxable year to which the foreign tax relates for refund tax purposes,
although the credit may not be accrued until the amount of the foreign
tax is actually determined. Any claim for a refund for overpayment of
U.S. tax resulting from the foreign tax credit ultimately allowed must be
made within ten years of the due date of the federal income tax return
for the year to which the foreign tax relates.27

Taxes Paid In Foreign Currency

Because U.S. tax returns must be filed on the basis of U.S. dollar equiva
lencies, the amount of foreign tax credit must be expressed in U.S.
dollars, even though the foreign taxes are paid in foreign currencies.
Taxpayers who claim the credit on the cash basis convert foreign taxes
into U.S. dollars at the rates of exchange prevailing on the date the for
eign taxes were paid or withheld (Temp. Treas. Reg. Sec. 1.905-3T(b)(2)).
Taxpayers who claim the credit on the accrual basis convert the foreign
tax liability into U.S. dollars at the rates of exchange prevailing on the
last day of the foreign tax year in which the accrual was made (Temp.

25Rev. Rul. 53-288, 1953-2 C.B. 27.
26Dixie Pine Products v. Comm., 320 U.S. 516 (1944).
27Rev. Rul. 84-125, 1984-2 C.B. 125 (amplifying Rev. Rul. 58-55, 1958-1 C.B. 266, and
Rev. Rul. 77-487,1977-2 C.B. 479, and clarifying Rev. Rul. 70-290, 1970-1 C.B. 160).
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Treas. Reg. Sec. 1.905-3T (b)(1)). However, if a taxpayer takes a credit
on the accrual basis and the exchange rate on the date of payment differs
from that formerly used, the amount of credit is to be adjusted to the
amount of actual payment in terms of U.S. dollars at the exchange rate
on the date of payment (section 987). The rates of exchange for convert
ing foreign tax payments made by foreign corporations into deemed-paid
credits are similar to the rules for translating foreign taxes, with some
modifications (section 986). Refunds of foreign taxes are translated into
dollars using the exchange rate for the date of payment of the foreign
taxes (Temp. Treas. Reg. Sec. 1.905-3T(b)(4)).

Dividend Distributions From Foreign
Corporations (Section 902)
When a domestic corporation receives a dividend from a foreign corpo
ration, it is eligible to claim a credit for foreign income taxes paid by the
distributing foreign corporation on the earnings from which the dividend
was distributed, provided the minimum ownership requirements of sec
tions 902(a) and 902(b) have been satisfied. The amount of foreign taxes
“deemed paid” by the recipient of the dividend is in proportion to the
relative amount of earnings distributed to the recipient. A general
formula for computing deemed-paid foreign taxes is as follows:
Foreign income taxes

x

______ Dividends received______

paid or accrued by payor x

E arnings and profits o f the payor

One of the policy issues involving the deemed-paid credit has been
whether to calculate the credit on a separate-year basis or on an accumu
lated (“pooling”) basis. Under a separate-year basis, the foreign taxes and
earnings and profits of the foreign corporation are maintained for each
year, and subsequent dividend distributions are treated as paid out of
these separate earnings and profits accounts on some flow assumption
(such as last-in first-out [LIFO]). A separate deemed-paid credit is
required for distributions paid out of each separate earnings and profits
account. Under a pooling approach, a distribution is treated as paid out
of accumulated undistributed earnings and profits, and the deemed-paid
credit is based on a weighted average foreign tax paid on the earnings
distributed.
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Prior to the enactment of the Tax Reform Act of 1986, the United
States employed a separate-year calculation approach. Congress felt that
this approach was subject to foreign tax credit manipulation, whereby
a U.S. corporation could maximize the deemed-paid credit by accumu
lating earnings and profits in its foreign subsidiaries in years the
subsidiary was subject to low taxes and having the subsidiary distribute
dividends in years the subsidiary was subject to high taxes (this tech
nique was referred to as the rhythm method). In addition, the separateyear approach could result in a loss of deemed-paid foreign tax credits
if distributions were made in a year in which the foreign corporation had
a deficit in its current-year earnings and profits.
As a result, for tax years beginning in 1987, an accumulated earnings
calculation is now required. All distributions received in tax years begin
ning in 1987 are treated as first made from the foreign payor’s earnings
and profits accumulated in taxable years beginning after 1986 (section
902(c)(6)(B)). Distributions in excess of these “post-1986 earnings” are
treated as having been made from pre-1987 years on a last-in, first-out
basis, and the calculation of the deemed-paid credit is made using the
pre-1987 separate-year calculation rules.
Distributions Paid Out of Earnings From Years Beginning
After 1986

Section 902(a) allows a domestic corporation receiving a dividend from
a foreign corporation in which it owns 10 percent of the voting stock to
claim a deemed-paid foreign tax credit using the following formula:
Dividends from “post-1986
undistributed earnings”
X

Post-1986 foreign income
taxes paid or accrued

Post-1986 undistributed earnings

The amount of the deemed-paid credit claimed by the U.S. corporation
is added to the actual dividend received in computing the corporation’s
gross income (section 78). The dividend is “grossed up” by the full amount
of the deemed-paid credit, without regard to any foreign tax credit limi
tations imposed on the total foreign credit for the year. The objective of
this procedure is to prevent the taxpayer from obtaining a deduction as
well as a credit for the foreign taxes paid by the distributing corporation,
since the amount of the dividend is already net of the taxes paid.
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Post-1986 Undistributed Earnings. Distributions received in taxable years
beginning after 1986 are treated as having been paid from a pool of earn
ings and profits accumulated since the first taxable year beginning in 1987.
If a domestic corporate shareholder meets the 10-percent-ownership test
in a year beginning after December 31, 1986, the earnings taken into
account in determining the pool are only those earnings accumulated on
and after the first day of the first taxable year in which the ownership
requirements are met (section 902(c)(3)(A)). The accumulated pool of
earnings and profits is referred to as the foreign corporation’s “post-1986
undistributed earnings.” (Prop. Treas. Reg. Sec. 1.902-1(a)(9)).
Section 902(c)(1) defines post-1986 undistributed earnings as the for
eign corporation’s "earnings and profits” (computed using the rules of
sections 964(a) and 986) accumulated in taxable years beginning after
December 31, 1986, and including the year in which the dividend is
distributed, but without reduction for dividends distributed during such
taxable year. Section 964(a) states that, with certain modifications, the
earnings and profits of the foreign corporation are to be determined using
the rules applicable to domestic corporations (section 312 and related
regulations). Among the modifications to the computation of foreign
earnings and profits are the disallowance of deductions for illegal bribes,
kickbacks, or other payments described by section 162(c), and a restric
tion on depreciation methods when the foreign corporation derives less
than 20 percent of its gross income from U.S. sources (section 312(k)(4)).
In addition, earnings and profits for purposes of the deemed-paid credit is
calculated without regard to whether the earnings of the foreign corpora
tion include “blocked income” (income unavailable for distribution due
to currency or other restrictions imposed under foreign law); that is,
earnings and profits is calculated without regard to section 964(b).
The regulations under Treas. Reg. Sec. 1.964 provide for two alterna
tive methods for computing foreign earnings and profits. If the foreign
corporation’s books and records are kept in U.S. dollars and the account
ing method is a generally accepted U.S. method, the U.S. shareholder
may elect to have the foreign corporation’s earnings and profits deter
mined “in every respect” as if it were a domestic corporation (Treas. Reg.
Sec. 1.964-1(f ). If the above election is not made, the earnings and
profits must be computed in the following manner:

1.

Prepare a profit and loss statement from the foreign corporation’s
books and records.
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Adjust the statement to conform to U.S. generally accepted
accounting principles if such adjustments are “material” (Treas. Reg.
Sec. 1.964-1(b)).
Adjust the statement to U.S. tax accounting standards for com
puting earnings and profits (Treas. Reg. Sec. 1.964-1(c)). This might
require making adjustments for bad debts, installment sales, deprecia
tion, and so on. These adjustments are made only if they are “material.”

Chapter 11 provides a more comprehensive discussion of the computa
tion of foreign earnings and profits.
Section 986(b) requires that the foreign corporation’s post-1986
earnings and profits be computed in the corporation’s functional cur
rency (FC) or, if necessary, translated into U.S. dollars using the
“appropriate exchange rate.” For actual distributions, the dividend is
computed using the exchange rate on the date the dividend is paid (sec
tion 989(b)(1)). The average exchange rate is used for subpart F income
(section 951(a)(l)(A )).The remaining pool of post-1986 earnings and
profits is reduced by the functional currency amount of the dividend.
Post-1986 Foreign Income Taxes. Post-1986 foreign income taxes are
defined in section 902(c)(2) as being the sum of the foreign income taxes
with respect to the taxable year of the foreign corporation in which the
dividend is paid, plus the foreign income taxes with respect to prior tax
able years beginning after December 31, 1986, to the extent such foreign
taxes were not deemed paid with respect to dividends distributed by the
corporation in prior years. The pool of post-1986 foreign income taxes
must be maintained in U.S. dollars. Foreign taxes are converted to
dollars using the exchange rate on the date the tax was paid (section
986(b)(1)).
Distributions From a First-Tier Foreign Corporation. The computation of
the deemed-paid foreign tax credit on distributions from a first-tier
foreign corporation is illustrated by the following examples:
E xam ple 7 .5 . G lass C o. is a wholly owned foreign subsidiary o f U .S . corpora

tion Scotland Yam. G lass C o . records its foreign earnings in its functional
currency (u) and translates its foreign taxes into U .S . dollars at an exchange
rate o f $ 2 :1u. A ll o f G lass C o .’s earnings are non-subpart F general lim itation
income. G lass C o. reported the following tax results for 1994 and 1995:
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Year

Taxable
Income (u)

Foreign
Taxes (u)

Undistributed
Earnings (u)

Foreign
Taxes ($)

1994
1995

1,000
2,000

200
400

800
1,600

400
800

Total

3,000

600

2,400

1,200

A t the end of 1995, G lass C o. distributed a dividend of 800u to Scotland
Yam. Scotland Yam ’s deemed-paid credit is $400, computed as follows:
800u/2,400u X $1,200 = $400.
T h e dividend included in Scotland Yam ’s gross income is determined by
using the exchange rate in effect on the date the dividend is paid. Assum ing
the exchange rate was $2.00:1 u, the 800u dividend would be included in
gross income at $1,600 (800u X $2.00). In computing its dividend income
from G lass C o., Scotland Yam grosses up the actual dividend received
($1,600) by the amount o f the deemed-paid foreign tax credit ($400),
making the total am ount included in Scotland Yam ’s gross income $2,000.
G lass C o .’s remaining post-1986 undistributed earnings and profits is l,600u
(2,400u — 800u), and its remaining post-1986 foreign income taxes is $800
($1,200 — $400). If the foreign government o f the country in which Glass
C o. is located assessed a w ithholding tax on the dividend distribu
tion, Scotland Yam would be eligible to take a direct foreign tax credit on
that tax.
E xam ple 7 .6 . U .S . corporation Scotland Yam owns 10 percent o f foreign

corporation G lass C o. T h e remaining 90 percent o f G lass C o. is owned by
Baker St. Ltd., a foreign corporation. G lass C o. records its foreign earnings in
its functional currency (u) and translates its foreign taxes into U .S . dollars at
an exchange rate o f $ 2 :1u. During 1995, G lass C o. paid a dividend o f 800u,
80u o f which went to Scotland Yam. G lass C o. reported the following tax
results for 1994 and 1995:

Year

Taxable
Income (u)

Foreign
Taxes (u)

Undistributed
Earnings (u)

Foreign
Taxes ($)

1994
1995

1,000
2,000

200
400

800
1,600

400
800

Total

3,000

600

2,400

1,200

Scotland Yam ’s deemed-paid credit is $40, computed as follows:
80u/2,400u X $1,200 = $40.
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In computing its dividend income from G lass C o., Scotland Yam grosses
up the actual dividend received (80u X exchange rate on date paid) by the
am ount o f the deemed-paid foreign tax credit ($40). G lass C o .’s remaining
post-1986 undistributed earnings and profits is reduced by the entire dividend
p aid (800u), leaving 1,600u (2,400u — 800u). G lass C o .’s remaining post1986 foreign income taxes is reduced by the deemed credit allocated to
Scotland Yarn ($40) plus the am ount o f deemed credit that would have been
allocated to Baker St. Ltd. had it been eligible for the credit (720u/2,400u
X $1,200 = $360), leaving a balance o f $800 ($1,200 — $40 — $360). N ote
that the ending balances are the same as when G lass C o. was a whollyowned subsidiary. T h e dividend, the section 78 gross-up, the deemed-paid
credit, and any withholding tax would be placed in the noncontrolled sec
tion 902 basket.

Distributions When There Are Multipie Tiers of Foreign Corporations.

Deemed-paid foreign tax credits are available on income taxes paid by
second- and third-tier foreign corporations provided the ownership
requirements of section 902(b) are met. The deemed-paid credit under
section 902 is calculated only when the first-tier foreign corporation
makes a distribution to the U .S . corporate shareholder. If earnings of the
third- or second-tier foreign corporations have been distributed up to the
first-tier foreign corporation, the calculation of the foreign taxes paid by
the first-tier foreign corporation includes a proportionate share of the
foreign taxes paid by the third- or second-tier foreign corporations on the
earnings distributed to the first-tier corporation.
E xam ple 7 .7 . T hese calculations are illustrated using an extension o f the
previous example (see also Prop. Reg. Sec. 1.902-1(f), exam ple 3).
Assum e that Scotland Yam owns 50 percent o f G lass C o., which in turn
owns 40 percent o f W atson PLC , which in turn owns 30 percent of Holmes
Ltd. A ll other shareholders are foreign corporations. G lass C o., Holm es
PLC , and W atson LTD are all incorporated in the same foreign country and
were created in 1994. A ll three corporations use the same functional cur
rency (u) and the exchange rate is $ 2 :lu . During 1995, G lass, W atson, and
Holm es reported the following tax results:
G la ss Co.

Year

1994
1995*
Total

Taxable
Income (u)
1,000
2,000

Foreign
Taxes (u)
200
400

Undistributed
Earnings (u)
800
1,600

Foreign
Taxes ($)

3,000

600

2,400

1,200

400
800
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W atson P L C

Year

Taxable
Income (u)

Foreign
Taxes (u)

Undistributed
Earnings (u)

1994
1995*

1,000
2,000

200
400

800
1,600

400
800

Total

3,000

600

2,400

1,200

Year

Taxable
Income (u)

Foreign
Taxes (u)

Undistributed
Earnings (u)

Foreign
Taxes ($)

1994
1995
Total

1,000
2,000
3,000

200
400
600

800
1,600
2,400

400
800
1,200

Foreign
Taxes ($)

H olm es L td .

*Taxable income is before any dividends received from a lower-tier subsidiary.

During 1995, each o f the corporations paid the following dividend
amounts:
•

Holmes: 600u (180u to W atson)

•

W atson: 800u (320u to G lass)

•

G lass: 1000u (500u to Scotland Yam )

T he com putation o f the section 902 deemed-paid credit on the dividend
paid to Scotland Yam must take into account the dividends and foreign
taxes paid by G lass, W atson, and Holmes. T he calculation proceeds from the
lowest tier corporation (3rd-tier) to the highest tier corporation.
Deemed-Paid Credit on Dividend From Holmes to Watson

T he 180u dividend from Holm es to W atson carries with it a proportionate
share o f the foreign taxes in H olm es’s post-1986 foreign tax pool. T he com 
putation is m ade using the section 902 formula as follows;
180u

X $1,200 = $90

2,400u
T he 180u dividend is added to W atson’s post-1986 earnings, and the $90
o f allocated foreign taxes is added to W atson’s post-1986 foreign taxes. N o
gross-up is made for the $90 o f foreign taxes to the dividend. Holm es reduces
its post-1986 undistributed earnings pool by the full amount o f the dividend
(600u) and reduces the foreign tax pool by the full amount o f the foreign
taxes allocated to the full dividend (600u/2,400u X $1,200 = $300).
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Deemed-Paid Credit on Dividend From Watson to Glass

T he 320u dividend from W atson to G lass carries with it a proportionate
share o f the foreign taxes in W atson’s post-1986 foreign tax pool, including
the amounts received and “deemed-paid” on the dividend from Holmes.
W atson’s post-1986 undistributed earnings pool is 2,580u, and the post-1986
foreign tax pool is $1,290.
T h e com putation is made using the section 902 formula as follows:
320u

X $1,290 = $160

2,580u
T h e 320u dividend is added to G lass’s post-1986 undistributed earnings,
and the $160 o f allocated foreign taxes is added to G lass’s post-1986 foreign
taxes. N o gross-up is made for the $160 of foreign taxes to the dividend.
W atson reduces its post-1986 undistributed earnings pool by the full am ount
o f the dividend (800u) and reduces the foreign tax pool by the full amount
o f the foreign taxes allocated to the full dividend (800u/2,580u X $1,290
= $400).
Deemed-Paid Credit on Dividend From Glass to Scotland Yarn

T h e 500u dividend from G lass to Scotland Yam carries with it a proportion
ate share o f the foreign taxes in G lass’s post-1986 foreign tax pool, including
the amounts received and “deemed-paid” on the dividends from Holm es and
W atson. G lass’s post-1986 undistributed earnings pool is 2,720u, and the
post-1986 foreign tax pool is $1,360.
T h e com putation is made using the section 902 formula as follows:
500u

X $1,360 = $250

2,720u
In computing its dividend income from G lass C o., Scotland Yam grosses
up the actual dividend received (500u X exchange rate on date paid) by the
amount o f the deemed-paid foreign tax credit ($250). G lass C o .’s remaining
post-1986 undistributed earnings and profits is reduced by the entire dividend
p aid ( 1,000u), leaving 1,720u (2,720u — 1,000u). G lass C o .’s remaining post1986 foreign income taxes is reduced by the deemed credit allocated to
Scotland Yam ($250) plus the amount o f deemed credit that would have been
allocated to Baker St. Ltd. had it been eligible for the credit (500u/2,720u X
$1,360 = $250), leaving a balance o f $860 ($1,360 — $250 — $250). T he
dividend, the section 78 gross-up, the deemed-paid credit, and any withhold
ing tax would be placed in the noncontrolled section 902 basket.
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This problem becomes more com plicated as the foreign corporations
have different functional currencies and the exchange rates between these
currencies change (the dividends have to be converted into the functional
currency of the upper-tier corporation when added to the upper tier corpora
tion’s post-1986 undistributed earnings).

The pooling approach requires that a U.S. domestic corporation
with foreign subsidiaries compute the earnings and profits of each foreign
corporation on an annual basis, even if no dividends are paid (these are
sometimes referred to as eternal pools). This requirement adds to the
administrative complexity of doing business overseas through a foreign
subsidiary. In addition, the pooling rules apply to each subsidiary sepa
rately and to each category of foreign income subject to a separate
foreign tax credit limitation calculation under section 904(d). Some
degree of flexibility thus exists to selectively distribute dividends from
high- and low-taxed subsidiaries to maximize the amount of creditable
taxes for the year.
Distributions Paid Out of Earnings From Years Beginning
Before 1987

Distributions in excess of post-1986 earnings are deemed paid out of the
“accumulated profits” of taxable years beginning prior to 1987 on a sepa
rate-year basis using a LIFO flow assumption (that is, using the rules in
effect before the enactment of the Tax Reform Act of 1986) (section
902(c)(6)(A)).
The computation of “accumulated profits” for purposes of the pre1987 section 902 credit is governed by former section 902(c)(1) and
Prop. Treas. Reg. Sec. 1.902-3, which define accumulated profits as “the
amount of its [foreign corporation’s] gains, profits, or income computed
without reduction by the amount of the income, war profits, and excess
profits taxes imposed on or with respect to such profits or income by any
foreign country or by any possession of the United States.”
There has been considerable controversy as to the interpretation of
“accumulated profits.” The IRS position was that accumulated profits are
essentially equivalent to accumulated earnings and profits as that term is
used in section 312. Treas. Reg. Sec. 1.902-1(e), as it applies to former
section 902, defines accumulated profits of a foreign corporation as the
sum of the earnings and profits of such corporation for the taxable year
plus the foreign income taxes imposed on the gains, profits, and income
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to which such earnings and profits are attributable. Treas. Reg. Sec.
1.902-1(g) permits the U.S. shareholder to use a modified version of
Treas. Reg. Sec. 1.964-1 to compute earnings and profits (see the previ
ous discussion of the calculation of earnings and profits under section
964). Taxpayers argued that accumulated profits are not equivalent to
accumulated earnings and profits and, therefore, the calculation of accu
mulated earnings should be dictated by foreign tax law rather than U.S.
tax law. The IRS position was sustained at the Claims Court, but the tax
payer position was upheld at the U.S. Court of Appeals for the Federal
Circuit. In 1989, the U.S. Supreme Court held that accumulated profits
were to be interpreted to mean accumulated earnings and profits.28 In
addition, the Tax Court has held that accumulated profits include only
those earnings subject to foreign taxation.29The U.S. Supreme Court
decision in Goodyear regarding the computation of pre-1987 accumu
lated profits is reiterated in Prop. Treas. Reg. Sec. 1.902-1(a)(10).
The formula for calculating the deemed-paid credit under section
902 for pre-1987 distributions is as follows:

Foreign income tax paid or accrued
on profits paid from prior year 19XX

X

Dividend received in current year
and deemed paid out of accumulated
profits from prior year 19XX
A ccum ulated profits from prior year
19XX — Foreign tax paid on such
accumulated profits

The translation of all components of the formula (dividends, profits,
and taxes) is made at the exchange rate in effect on the date of the divi
dend distribution, even though the taxes have been paid several years
before.30
The amount of deemed-paid foreign taxes on distributions from a
lower-tier foreign subsidiary to a higher-tier foreign subsidiary is com
puted using the rules for the year from which the earnings being
distributed arise. However, if pre-effective date profits (for example,
1986) of a lower-tier foreign subsidiary are distributed to a higher-tier
28United States v. Goodyear Tire and Rubber Co. and Affiliates, 110 S. Ct. 462 (1989), rev’g
and rem’g 856 F.2d 170 (CA-FC, 1988), rev’g 14 Cl. Ct. 23 (1987).
29Vulcan Materials Co., 96 T.C. 410 (1991), dealing with the imposition of a Saudi
Arabian income tax only on earnings allocable to foreign shareholders.
30Bon Ami Co., 39 B.T.A. 825 (1939).
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foreign subsidiary in a post-effective date year (for example, 1995), the
increase in the earnings and profits of the higher-tier foreign subsidiary
is considered part of post-1986 earnings when a dividend out of those
earnings is subsequently distributed to a U.S. corporate shareholder.
The pooling rules do not apply until the beginning of the first taxable
year after 1986 in which a U.S. corporation meets the requisite 10-percent-ownership test in the foreign corporation (section 902(c)(3)(A)).
For example, if a U.S. corporation purchases 100 percent of a foreign
corporation in 1995, the pooling rules are applied to distributions from
the foreign corporation beginning in 1995. A distribution out of earnings
from 1994 and prior years will be treated under the pre-Tax Reform Act
of 1986 (separate-year) rules.
Deficits in Undistributed Earnings (Accumulated Profits)

For post-1986 tax years in which earnings and profits are pooled, a deficit
in earnings and profits in one year reduces the pool of post-1986 undis
tributed earnings from which a distribution is deemed to be paid. The
pool of post-1986 foreign income taxes is not reduced unless the deficit
in post-1986 undistributed earnings results in a refund of prior-year for
eign taxes. Even though permanent loss of deemed-paid credits is
reduced under the pooling approach, it is still possible for a corporate
shareholder to receive a “dividend” from a foreign corporation and not
receive a corresponding deemed-paid credit. This situation can occur
when the foreign corporation has positive current earnings and profits
and a deficit in post-1986 undistributed earnings (that is, the accumu
lated deficit from prior post-1986 years exceeds current earnings) and a
deficit in pre-1987 accumulated profits. In this case, the corporate share
holder has a dividend (because the distribution is from current earnings),
but there is not a corresponding deemed-paid credit because post-1986
undistributed earnings (the denominator of the fraction) are negative.31
Deficits in pre-1987 tax years are carried back and offset against the
most recent year’s positive accumulated earnings and profits.32 Because
the deemed-paid credit calculation is made on a separate-year basis for

31This result is specifically sanctioned in Joint Committee on Taxation, General
Explanation of the Tax Reform Act of 1986 (H.R. 3838, 99th Cong., 2d sess.)
(Washington, D.C.: U.S. Government Printing Office, 1987), 907.
32Rev. Rul. 74-550, 1974-2 C.B. 209.
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these years, it is possible that prior-year foreign taxes paid can be perma
nently lost if the foreign jurisdiction does not allow a corresponding
carryback of the current-year deficit and a subsequent refund of prior
foreign taxes paid. This result can occur if the carryback of the deficit
eliminates or reduces the prior year’s earnings and profits such that a dis
tribution made during that year is no longer considered a “dividend”
under section 316(a). A recharacterization of the distribution reduces
the numerator in the section 902 formula (to zero if the deficit carryback
eliminates the prior-year earnings and profits). If the foreign jurisdiction
does not allow a refund of foreign taxes paid in that year, the deemedpaid credit on those taxes is permanently lost because there is no provision
for a carryforward of “unused” foreign taxes in the separate-year calcula
tion formula. Although the Tax Court held that it was appropriate to
carry back a current-year deficit to offset prior year’s earnings when the
deficit could be carried back under both foreign and U.S. law, it did not
resolve the issue as to whether such a carryback was appropriate when
foreign law did not allow a result similar to U.S. law.33 After the court’s
decision, the IRS continued to maintain its position that the deficit must
be carried back regardless of foreign law.34
Deficits in post-1986 earnings and profits are carried back to pre1987 earnings and profits only when there is a distribution in a post-1986
tax year.35 The amount carried back reduces the pre-1987 earnings and
profits and is removed from the pool of post-1986 undistributed earnings.
When a deficit in post-1986 accumulated earnings and profits is carried
back to a pre-1987 year, it is possible that the recipient of the distribu
tion could lose permanently a deemed-paid credit taken in the pre-1987
year, as discussed above.
Deficits in pre-1987 years are carried forward and included in post1986 undistributed earnings as of the first day of the first taxable year
beginning after December 31, 1989.36 The foreign income taxes associ
ated with the pre-1987 tax years are not carried forward and included in
the post-1986 pool of foreign income taxes.

33Champion International Corp., 81 T.C. 424 (1983), acq. 1984-2 C.B. 1.
34Rev. Rul. 87-72, 1987-2 C.B. 170.
35Notice 87-54, 1987-2 C.B. 36, examples 1 and 2. These rules apply only if the foreign
corporation uses the same functional currency in pre-1987 and post-1986-tax years.
36Ibid., examples 3 and 4.
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Limitation on the Amount of the Credit
Overview

The premise on which the foreign tax credit is based is that the United
States reserves for itself the residual right to tax foreign-source income
earned by U.S. taxpayers to the extent the foreign tax rate imposed on
that income is less than the U.S. rate of tax that would have been
imposed on that income if it were U.S.-source income. The foreign
tax credit should not reduce U.S. tax imposed on U.S.-source income,
however. To prevent the foreign tax credit from offsetting U.S. tax on
domestic source income, a mechanism is needed to limit the amount of
the credit allowable in cases where the tax rate imposed on foreignsource income is in excess of the U.S. rate imposed on comparable
U.S.-source income.37
Ideally, the limitation should be computed for each separate trans
action. Under such a system, the U.S. taxpayer would be allowed a credit
for the lower of the foreign or U.S. tax rate imposed on the income
resulting from that transaction. If the foreign tax rate was lower than the
U.S. rate, the U.S. taxpayer would owe the U.S. government a residual
tax for the difference. Such an approach would prevent the U.S. tax
payer from averaging differential foreign tax rates imposed on different
sources of income or on income earned in different taxing jurisdictions.
A per-item limitation would not be feasible from an administrative and
compliance standpoint, and for that reason it has never been used to
limit the foreign tax credit.
A second approach, and the one employed by the United States in
different variations since 1921, is to restrict the foreign tax credit to a
proportion of the total U.S. tax liability on worldwide income, with the
proportion being determined by a ratio of the taxpayer’s foreign-source
taxable income to worldwide taxable income. As a general formula, the
foreign tax credit limitation is computed as follows:

Tor a more in-depth discussion of the alternative mechanisms to restrict the foreign tax
credit, see Joint Committee on Taxation, Tax Reform Proposals: Taxation of Foreign
Income and Foreign Taxpayers (JCS 25-85), July 18, 1985, 24-45.

Foreign Tax Credit

Total foreign taxable income
from all foreign countries
Total taxable income from
all sources

X

Total U .S .
income tax
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This formula approach allows foreign-source income that is taxed at
different rates to be averaged in the computation of the overall limita
tion. As a result, foreign-source income that is taxed at a rate in excess of
the U.S. tax rate can be averaged with foreign-source income taxed at a
rate below the U.S. tax rate. As long as the effective average foreign tax
rate is at or below the average U.S. tax rate, the entire amount of foreign
taxes paid on all sources of income may be creditable in the current year.
E xam ple 7 .8 . PC o, a U .S . corporation, reported worldwide taxable income
for 1995 o f $1,000. Included in the com putation were two sources o f foreignsource taxable income: $200 o f foreign-source interest taxable at a rate o f 10
percent and $300 o f foreign-source business income taxable at a 50-percent
rate. Foreign taxes paid for 1995 were $170 ($20 + $150). T h e U .S . tax rate
imposed on the $1,000 o f taxable income was 34 percent (U .S . tax before
any foreign tax credit was $340). U sing the general credit lim itation
formula, the foreign tax credit would be limited to $170 ($500/$ 1,000 X
$340). Therefore, PC o could credit the entire am ount of foreign taxes paid
against its U .S . tax liability for 1995. T his result holds even though PCo.
paid an effective foreign tax rate on the business income o f 50 percent, a rate
in excess o f the U .S . tax rate imposed on that income. By averaging the
income taxed at 50 percent with income taxed at 10 percent, PC o has
reduced its overall average effective foreign tax rate to exactly 34 percent.
A s a result, PC o receives a full credit for its foreign taxes paid and does not
owe the U .S . governm ent any incremental tax on its foreign-source income.

The availability of averaging high-taxed with low-taxed foreignsource income can be limited in one of two ways, both of which have
been used by the United States. One approach is to require taxpayers to
compute a separate limitation formula for each taxing jurisdiction in
which foreign-source income is generated. This per-Country limitation
approach was used by the United States in various forms from 1932 to
1975. From 1932 to 1954, taxpayers were limited to the lesser of the
overall or per-country limitation. In 1954, Congress required taxpayers
to use the per-country limitation. From 1960 to 1975 the taxpayer could
elect either the per-country or overall limitation. Since 1976, U.S. tax
payers have been required to use an overall limitation.
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When an overall limitation approach is used (that is, all foreignsource income is averaged), restrictions on foreign tax rate averaging can
be accomplished by requiring taxpayers to compute a separate limitation
formula for different categories of income. Income subject to source
manipulation, highly taxed income, and income that is lightly taxed are
segregated from the general limitation calculation, and the credit for for
eign taxes imposed on such income is limited using a separate formula.
The United States has used such an approach since 1976.
Prior to the enactment of the Tax Reform Act of 1986, the United
States required taxpayers to compute a separate foreign tax credit limita
tion for five sources of foreign-source income: certain types of interest
from passive investments, income from a domestic international sales com
pany (DISC) or a former DISC, dividends from a foreign sales company
(FSC), FSC foreign trade income, and foreign oil and gas extraction income.
During the debate prior to the passage of the Tax Reform Act of
1986, the Reagan administration proposed a return to the per-country
limitation approach. Congress rejected this proposal and instead opted
to create more categories (baskets) of foreign-source income subject to
separate credit limitation calculations. The income selected for this
treatment was deemed to be income that was subject to jurisdiction
manipulation or generally was subject to a low or zero rate of foreign tax.
The objective of these rules was to limit the ability of U.S. taxpayers to
average high-tax and low-tax foreign-source income in order to maxi
mize the foreign tax credit available. Congress believed that such an
approach was necessary because the lowering of the top marginal U.S.
tax rates to 28 percent (for individuals) and 34 percent (for corpora
tions) would likely create excess foreign tax credits and put pressure on
U.S. taxpayers to find ways to average low-taxed foreign-source income
with high-taxed foreign-source income.38
In the Tax Reform Act of 1986, Congress retained the separate limi
tation calculations for DISC dividends, FSC dividends, FSC trade
income, and oil and gas extraction income. The separate limitation cal
culation for interest from passive investments was expanded to five
separate limitation calculations for various types of “passive” income.
The categories of passive income are—
38Joint Committee on Taxation, General Explanation of the Tax Reform Act o f 1986,
859-861.

Foreign Tax Credit

1.
2.
3.
4.
5.
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Passive income.
High withholding tax interest.
Financial services income.
Shipping income.
Dividends from noncontrolled foreign corporations that are eligible
for the section 902 deemed-paid credit (that is, dividends paid from
foreign corporations that are 10- to 50-percent owned by U.S. tax
payers). A separate limitation is computed for the dividends paid
from each such corporation.

Income that does not fall into one of these specific categories is com
bined in a “general limitation” category. Special “look through” rules are
applied to classify deemed distributions from controlled foreign corpora
tions into the appropriate separate limitation category(ies).
The Separate Limitation Categories
of Foreign-Source Income

Section 904(d) lists and defines each of the categories of foreign-source
income subject to a separate limitation calculation except for oil and gas
extraction income, which is subject to the limitation imposed by section
907. In almost every case, the definition of these categories is highly
complex. Final regulations providing more detailed rules for section
904(d) were issued in 1988. The Technical and Miscellaneous Revenue
Act of 1988 (TAMRA) further modified the definitions of the separate
limitation categories created by the 1986 Act (TAMRA section 1012(a)).
Passive Income. Passive income is defined in section 904(d)(2)(A)(i) as
any income that is of a kind that would be “foreign personal holding
company income (as defined in section 954(c)).” This includes divi
dends, interest, rents, royalties, annuities, deemed distributions of subpart F
passive income, gains from the sale of property that are treated as passive
income, net commodities gains, and net foreign currency gains (Temp.
Treas. Reg. Sec. 1.954-2T). Passive income also includes amounts that
are includable in the recipient’s gross income under section 551 (foreign
personal holding company) and section 1293 (passive foreign investment
company).
Section 904(d)(2)(A)(iii) lists the following exceptions to the defi
nition of passive income;
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Any income described in a different limitation category;
Interest received from financing the exportation of goods manufac
tured, grown, or extracted in the United States (export-financing
interest); and
3. High-taxed income.

1.
2.

Passive income subject to a different limitation category includes
(1) deemed distributions from a controlled foreign corporation that are
subject to the look-through rules of section 904(d)(3); (2) dividends
from a noncontrolled foreign subsidiary (owned 10 to 50 percent by U.S.
taxpayers); (3) rents and royalties derived from the “active” conduct of a
trade or business (Treas. Reg. Sec. 1.904-4(b)(2)); (4) passive income
derived by an entity predominantly engaged in the active conduct of
banking, insurance, or similar financial services activity; and (5) passive
foreign base company shipping income.
Export financing interest means any interest derived from financing
the sale for use or consumption outside the United States of any property
that is manufactured, produced, grown, or extracted in the United States
by the taxpayer or a related person, provided that not more than 50 per
cent of the fair market value of the property can be attributable to
property imported into the United States (section 904(d)(2)(G)). For
purposes of this definition, fair market value is the appraised import
value of the property as determined under section 402 of the Tariff Act
of 1930. Export financing interest is treated as general limitation income.
An exception to the definition of export financing interest applies to
related-person factoring income, as defined in sections 864(d)(1) and
(d)(6). Such income is generally income of a controlled foreign corpora
tion from a loan for the purpose of financing the purchase of inventory or
services of a related person and income from a trade or service receivable
acquired from a related person. A related person in this context means a
person meeting the control test of section 954(d)(3) (that is, one who
owns 50 percent of total voting power or value of the corporation).
Furthermore, under the “interaction rule” of Treas. Reg. Sec. 1.9044(h)(3), export financing interest that is also related-person factoring
income is treated as passive income rather than general limitation income.
E xam ple 7 .9 . Forco, a wholly owned foreign subsidiary (C F C ) o f domestic

corporation P, purchases P’s uncollected trade receivables o f foreign obligors
at a discount (that is, P “factors” the receivables to Forco). T h e income
derived by Forco on the collection o f the receivables is both related-person
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factoring income and export financing interest. Therefore, the income is
classified as passive income for purposes o f the foreign tax credit lim ita
tion calculation.

High-taxed income is defined as passive income subject to an effective
foreign income tax rate in excess of the highest U.S. tax rate (39.6 per
cent for individuals or 35 percent for corporations). This includes both a
withholding tax or a deemed-paid tax computed under sections 902 and
960 (section 904(d)(2)(F)). The determination of the effective tax rate
is made after expenses have been allocated to the income under Treas.
Reg. Sec. 1.861-8 and section 864(e). For purposes of determining
whether income is high-taxed income, the U.S. taxpayer treats all pas
sive income subject to the following withholding rates as one item of
income; (1) 15 percent or greater, (2) less than 15 percent but greater
than zero percent, and (3) no withholding rate. The passive income of
each controlled foreign corporation is also grouped and treated as a sepa
rate item of income (Treas. Reg. Sec. 1.904-4(c)(4)). All passive rents
and royalties are grouped together as one item (even if received from dif
ferent controlled foreign corporations) (Treas. Reg. Sec. 1.904-4(c)(5)).
Passive income earned by a foreign qualified business unit (QBU) is
grouped as one item if it is earned within the QBU’s country of opera
tion; income from sources outside the country of operation is grouped
according to the withholding tax imposed on the income (Treas. Reg.
Secs. 1.904-4(c)(3) and (c)(4)).
E xam ple 7 .1 0 . W, a U .S . corporation, receives $100 o f passive rental rev

enues from a foreign person. A withholding tax o f $30 is imposed on the
rental income. A fter application o f Treas. Reg. Sec. 1.861-8, $40 of expenses
are allocated to the rental income, reducing the net rental income to $60.
T he effective tax rate is now 50 percent ($30/$60), which exceeds the top
corporate marginal tax rate of 35 percent. T h e passive income is reclassified
as general lim itation income (that is, the rental income is “kicked out” of
the passive lim itation category).

High Withholding Tax Interest. High withholding tax interest means any

interest subject to a foreign withholding tax of 5 percent or more (sec
tion 904(d)(2)(B)). A withholding tax is defined as any tax imposed by a
foreign country or possession of the United States that is determined on
a gross basis (Treas. Reg. Sec. 1.904-4(d)). Interest on which taxes are
withheld by a foreign authority as a collection mechanism (such as U.S.
withholding on wages or backup withholding on interest) is not auto
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matically classified as high withholding tax interest. Export financing
interest is expressly excluded from this category.
The objective of creating this separate category was to combat the
practice of foreign jurisdictions of imposing a high withholding tax
on interest paid to foreign (U.S.) lenders. Because the interest was
frequently calculated net of taxes, it was the borrower who bore the tax,
not the U.S. lender. The U.S. lender got the full benefit of the tax credit,
however. Complex transition rules were written for “qualified loans”
made to thirty-three less developed countries and held on November 16,
1985. These transition rules are found in noncodified sections
1201(e)(2)-(3) of the Tax Reform Act of 1986. Section 7404(a) of the
Revenue Reconciliation Act of 1989 eliminated this transitional relief
for taxable years beginning after December 31, 1989, unless taxpayers
meet certain loss reserve reporting requirements. Safe harbors for meet
ing this requirement are found in Rev. Proc. 90-14.39 For purposes of the
transition rules, all members of an affiliated group of corporations filing
a consolidated return are treated as one corporation.
Financial Services Income. Section 904(d)(2)(C) defines financial services
income as income earned by a person “predominantly engaged” in the
active conduct of a banking, financing, or a similar business, or income
that is derived from the investment of an insurance company of its
unearned premiums or necessary reserves. Specific examples of active
financial services income are provided in Treas. Reg. Sec. 1.904-4(e)(2)).
Such income includes income from making personal, mortgage, indus
trial, or other loans; income from providing trust services; income from
arranging foreign exchange transactions; and income from providing
traveler’s check services.
High withholding tax interest and dividends from a noncontrolled
section 902 corporation are specifically excluded from this category (sec
tion 904(d)(2)(C)(iii)). Export financing interest earned by a U.S. person
predominantly engaged in the active conduct of a banking or similar
business and subject to a gross basis tax of 5 percent or greater is treated
as financial services income rather than overall limitation income.
Export financing interest subject to a tax of less than 5 percent is classi
fied as general limitation income.

39Rev. Proc. 90-14, 1990-10 C.B. 473.
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This separate limitation category was intended to prevent nonfinan
cial companies from setting up a financing entity to generate low-taxed
interest income that was exempt from the prior law passive interest cate
gory. In order not to discriminate against banks and insurance
companies, a special provision was enacted to allow entities that are
predominantly engaged in the active conduct of a banking, insurance,
financing, or similar business (a “financial services entity”) to treat all of
their passive income as financial services income and average low-taxed
and high-taxed income from such a business.
Shipping Income. Shipping income generally includes foreign base com

pany shipping income, as defined in section 954(f) (section 904(d)(2)(D)).
This is income derived from the use of any aircraft or vessel in foreign
commerce, the income from services related to such activities, and the
sale or disposition of the vessel. Income from ocean and space activities,
as defined in section 863(d)(2), is classified as shipping income for pur
poses of the foreign tax limitation calculation. Shipping income does not
include any dividend from a noncontrolled section 902 corporation, any
financial services income, or any high withholding tax interest.
Beginning in 1993, certain dividends and interest derived from shipping
operations are treated as passive (foreign personal holding company)
income for foreign tax credit limitation purposes. Such interest includes
interest on working capital associated with a taxpayer’s foreign base com
pany shipping operations. The reason for segregating foreign base
company shipping income was to combat the practice of U.S. taxpayers
of generating foreign shipping income that was not subject to any foreign
tax in order to increase their overall credit limitation.
Dividends From Each Noncontrolled Section 902 Corporation. Dividends
received from each noncontrolled section 902 corporation are subject to a
separate foreign tax credit limitation calculation (section 904(d)(2)(E)).
A noncontrolled section 902 corporation is “any” foreign corporation in
which a U.S. taxpayer meets the stock ownership requirements of section
902(a) (that is, the shareholder owns directly 10 percent or more of the
voting stock of the foreign corporation). However, if the foreign corpora
tion meets the definition of a controlled foreign corporation (C FC ) (that
is, the U.S. shareholders own more than 50 percent of the voting stock
or value of the corporation), the dividends paid to a 10-percent-or-more
U.S. shareholder out of earnings and profits accumulated while the cor
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poration was a CFC are subject to the look-through rules of section
904(d)(3).
Because the focus of this rule is on dividends eligible for the deemedpaid credit under section 902, the separate limitation category rule
applies only to U.S. shareholders eligible to take the section 902 credit
on the receipt of the dividend (that is, only corporate shareholders are
subject to this separate category rule). Under regulations to be issued by
the U.S. Treasury, a CFC may be treated as a noncontrolled section 902
corporation with respect to dividends paid out of earnings and profits
accumulated while the corporation was a C FC in cases in which the
distribution is out of earnings and profits for periods during which the
recipient was not a “related person” with respect to the C FC . A related
person for this purpose is defined under section 954(d)(3), except that in
cases to be provided in the regulations, the 50'percent ownership
requirement is reduced to a 10-percent ownership requirement.
The conference agreement to this latter provision anticipates that
U.S. Treasury will allow look-through treatment under section 904(d)(3)
on dividends paid by a C FC in cases in which it is administratively diffi
cult for the shareholder and the IRS to determine whether the dividend
is attributable to earnings and profits that predate the shareholder’s status
as a 10-percent-or-more shareholder. The conference agreement also
anticipates that when a first-tier C FC sells all or a majority of the stock
of its wholly owned second-tier C FC to a U.S. corporation, dividends
paid from the acquired foreign corporation to the U.S. acquiring corpo
ration out of preacquisition earnings and profits will be subject to the
noncontrolled section 902 corporation foreign tax credit limitation. This
result is based on the premise that because the acquiring corporation
should be able to determine whether the distribution is from preacquisi
tion or postacquisition earnings and profits.40
Dividends from earnings and profits accumulated while the foreign
corporation was neither a C FC nor a noncontrolled section 902 corpora
tion are subject to the noncontrolled section 902 corporation limitation
calculation rather than the passive income limitation calculation.
The foreign taxes subject to this separate limitation calculation
include foreign withholding taxes imposed on the dividends and foreign

40Senate Committee on Finance, Technical Corrections Bill of 1988: Report to Accompany
S. 2238, 100th Cong., 2d sess., 1988, S Rept. 100-445, 262.
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taxes deemed paid under section 902. This limitation takes precedence
over the other separate limitations (that is, passive, financial services, or
shipping income). A special rule applies to high withholding tax interest
earned by a noncontrolled section 902 corporation. Taxes in excess of 5
percent imposed on such interest are not treated as foreign taxes for pur
poses of determining the U.S. shareholder’s section 902 deemed-paid
credit.
E xam ple 7 .1 1 . M, a U .S . corporation, owns 30 percent o f foreign corpora

tion N etherco. N o other U .S . person owns any direct or indirect interest in
N etherco, and N etherco is not a passive foreign investment corporation.
During 1995, N etherco paid M a dividend of $100, out o f which $10 o f for
eign taxes is withheld. A $40 deemed-paid credit is available on the
dividend. M reports gross income of $140 ($100 + $40) and pays a U .S . gross
tax o f $47.60 (34% X $140). Total foreign taxes eligible for credit are $50.
U nder the separate lim itation category for dividends from noncontrolled
section 902 corporations, M ’s foreign tax credit lim itation is $47.60. T he
excess credit o f $2.40 must be carried forward (or back) and can only offset
U .S . tax imposed on future (or prior) dividends received from Netherco.

The objective of this separate limitation category was to prevent
U.S. taxpayers from creating foreign corporations to collect and pool
their foreign-source income. If the foreign corporation was not a CFC, it
would not be subject to the look-through rules discussed subsequently
and the dividend would be categorized as passive income. By allowing a
taxpayer to pool its dividends from each nonmajority-owned corpora
tion, Congress would be permitting “cross crediting” of income subject to
different rates of tax in cases where the foreign corporations were not
part of a single economic unit. Therefore, Congress adopted a companyby-company approach in which the corporate payor is not controlled
by the U.S. shareholder(s). In addition, Congress recognized that it was
not practical to impose look-through rules on a 50-percent-or-less owned
foreign corporation because the nonmajority U.S. shareholder might
have difficulty accessing the foreign corporation’s tax information.
General Limitation Income. Any foreign-source income of the U.S. tax
payer that is not classified into a separate category is pooled into a
category known as general limitation income (section 904(d)(1)(I)). This
category includes active trade or business income and exceptions to the
separate limitation categories (for example, export financing interest and
high-taxed passive income).
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Actual and Deemed Distributions From Controlled
Foreign Corporations

Under the general jurisdiction rules discussed previously, the United States
taxes U.S. citizens, residents, and domestic corporations on their world
wide income and foreign persons on their U.S.-source or “effectively
connected” income. A U.S. controlled foreign corporation is not taxed
by the United States on foreign-source income that is not effectively
connected with a U.S. trade or business. The U.S. shareholders are not
subject to U.S. tax on those earnings until they are repatriated in the
form of a dividend, interest, rent, or a royalty. An exception to this gen
eral rule applies to certain kinds of income earned by a foreign
corporation in which more than 50 percent of the total voting power or
value of stock is owned by U.S. shareholders on any day of its taxable
year (section 957(a)). If the ownership requirement is met for an unin
terrupted period of 30 days or more, income of the “controlled foreign
corporation” (“subpart F income”) is deemed to be distributed as a divi
dend to U.S. shareholders who own at least 10 percent of the CFC’s total
voting power at year-end, regardless of whether the earnings are repatri
ated (section 951(a)(1)(A)).
Absent any conduit (look-through) rules, a U.S. taxpayer operating
a branch in a foreign country could be subject to more separate credit
limitations than a U.S. taxpayer operating a subsidiary. In the branch
operation, the earnings of the branch would be separately analyzed and
partitioned into the separate credit categories. In the subsidiary opera
tion, the focus would be on the nature of the payment (for example, a
dividend) to the U.S. parent corporation and not the underlying nature
of the earnings that constituted the payment. The look-through rules of
section 904(d)(3) are intended to harmonize the credit limitation treat
ment of branch and subsidiary earnings.
The look-through rules of section 904(d)(3) apply only to dividends,
interest, rents, and royalties received or accrued by a “United States
shareholder” from a CFC and to deemed dividends to such shareholders
under section 951(a)(1)(A). A United States shareholder has the meaning
given to it by section 951(b) (that is, a U.S. individual, corporation,
estate, trust, or partnership that owns at least 10 percent of the voting
power of the foreign corporation). A controlled foreign corporation has the
same meaning as section 957(a) (that is, a foreign corporation that is
owned more than 50 percent in value or voting power by “United States
shareholders” on any day during the taxable year of the foreign corpora
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tion), except that a U.S. shareholder includes any member of the con
trolled group of the U.S. shareholder. For this purpose, a controlled group
means an affiliated group as defined in section 1504(a)(2) except that a
50'percent ownership test is substituted for the 80-percent ownership
requirement (Treas. Reg. Sec. 1.904-5(a)(3)).
The look-through rules do not apply to dividends, interest, rents, or
royalties paid to persons who do not meet the definition of a United
States shareholder, nor do the rules apply to a controlled foreign corpora
tion that avoids the application of the subpart F deemed distribution
rules through the de minimis exception of section 954(b)(3)(A) (section
904(d)(3)(E)). The de minimis exception applies when the CFC’s for
eign base company income (as defined in section 954(a)) and its gross
insurance income (as defined in section 954(b)(3)(C)) are less than the
lesser of 5 percent of its gross income or $1 million. This exception does
not apply to financial services income.
The portion of a dividend that is paid out of the CFC’s passive
income is recharacterized as general limitation income if it is subject to a
foreign tax rate greater than 90 percent of the maximum rate imposed on
U.S. corporations (that is, 31.5 percent) (Treas. Reg. Sec. 1.904-5(d)(2)).
This high-tax kick-out exception also applies to interest, rents, and royal
ties paid by the CFC. Again, the test is made at the U.S. shareholder
level. (For example, royalties paid to a U.S. shareholder out of
a CFC’s passive income are recharacterized as general limitation income
if the foreign withholding taxes imposed on the net royalty income
received results in a foreign effective tax rate in excess of 31.5 percent.)
The general approach of the look-through rules is to characterize
interest, rents, royalties, dividends, and deemed dividend distributions
paid to the U.S. shareholder as separate or general limitation income
by reference to the CFC’s underlying pool of earnings out of which the
payments arose.
Subpart F Inclusions. Income included in gross income under section

951(a)(1)(A) as a deemed dividend is treated as income in a separate
category in the same proportion as the income of the CFC out of which
the dividend is deemed distributed (section 904(d)(3)(B)).
E xam ple 7 .1 2 . Portuco, a wholly owned foreign subsidiary o f K, a U .S . cor
poration, reported functional currency (FC ) 200 o f net income during 1995,
FC85 o f which was foreign base company shipping income, FC 15 o f which
was foreign personal holding company income, and F C 100 o f which was
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non-subpart F general lim itation income. T h e shipping income and personal
holding company income are included in K ’s gross income as a deemed divi
dend under section 9 5 1 (a )(1 )(A ). Because FC 85 o f the subpart F inclusion is
attributable to shipping income o f Portuco, K categorizes FC 85 o f the divi
dend (as translated) as shipping income for purposes of the foreign tax credit
calculation. Similarly, K categorizes the remaining FC 15 dividend as passive
lim itation incom e.41

If a CFC’s gross foreign base company income and gross insurance
income exceed 70 percent of its total gross income, all of the CFC’s gross
income is treated as foreign base company income and is includible in
the gross income of the U.S. shareholders (section 954(b)(3)(B)).
However, for purposes of categorizing such a deemed dividend, the lookthrough rules apply only to the portion of the income that represents
subpart F income without the application of section 954(b)(3)(B).
E xam ple 7 .1 3 . Franco, a wholly owned foreign corporation o f Ico, a U .S .

corporation, reported F C 100 o f gross income, o f which FC 75 was foreign
personal holding company income and FC25 o f which was non-subpart F
income. U nder section 954 (b )(5 ), the entire F C 100 is currently taxable to
Ico under section 951. Ico treats FC75 o f the gross income (as translated) as
passive lim itation income and the remaining FC 25 as general lim ita
tion income.42

Interest. The general rule of section 904(d)(3)(C) is that interest
received by a U.S. shareholder from a CFC is treated as income in a
separate category to the extent the interest is properly allocable to
income of the CFC in such a category. Interest received from a CFC by a
U.S. shareholder (or a related person) and subject to the look-through
rules (related-person interest) also is subject to a netting rule (Treas. Reg.
Sec. 1.904'5(c)(2)(ii)). Such interest is first categorized as passive
income to the extent of the CFC’s foreign personal holding company
(FPHC) income. (This is after allocation of any directly related expenses
using the principles of Treas. Reg. Sec. 1.861-8.)
The CFC paying related-person interest must allocate such interest
and all other expenses against its separate limitation income using the allo
cation rules of Treas. Reg. Sec. 1.904-5(c)(2)(ii). These allocation rules
require the CFC to allocate its expenses using the following criteria:
41Treas. Reg. Sec. 1.904-5(c)(1)(ii), example (1).
42Treas. Reg. Sec. 1.904-5(e)(2).
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Any expenses (including unrelated-person interest) that are directly
related to a class of gross income from a specific property are allo
cated and apportioned under the principles of Treas. Reg. Sec.
1.861-8 to income in each separate category.
Related-person expense is allocated to the amount of FPHC income
(but not below zero).
If the related-person interest is in excess of the CFC’s FPHC
income, the remaining amount is allocated to the other categories of
gross income using either the asset or gross income methods of Treas.
Reg. Sec. 1.861-8. Under the asset method, the excess relatedperson interest is allocated according to the ratio of the value of the
CFC’s assets in each separate category (other than passive) over the
value of the CFC’s total assets. A similar formula is used for the gross
income method (see Treas. Reg. Sec. 1.904-5(c)(2)(ii)(D)).
Any other expenses (including unrelated-person interest) are allo
cated to the separate limitation categories using either the asset
or gross income allocation method. The asset method formula used
to apportion expenses other than related-person interest is similar to
the formula used to allocate excess related-person interest (Treas.
Reg. Sec. 1.904-5(c)(2)(ii)(E)). If other expenses are allocated to
passive assets, the value of the passive assets is reduced by any related person debt allocated to such assets. The related-person debt
allocated to the passive assets is computed by multiplying total
related-person debt times the ratio of related-person interest alloca
ble to passive income under Treas. Reg. Sec. 1.904-5(c)(2)(ii)(C)
over total related-person interest (Treas. Reg. Sec. 1.9045(c)(2)(iii)(B)). Similar formulas are used if the gross income
method is used.
E xam ple 7 .1 4 . Czechco, a wholly owned foreign subsidiary o f G co, a U .S .

corporation, reported FC 200 o f foreign personal holding company income
that is passive income for purposes o f section 9 0 4 (d )(2 )(A ). Czechco also
reported F C 100 o f foreign base company sales income that is general lim ita
tion income. Czechco has FC 2,000 o f passive assets and FC 2,000 o f general
lim itation assets. During 1995, Czechco paid FC 150 of interest to G co on a
loan o f F C 1,500 and F C 100 o f interest to an unrelated person on a loan of
FC 1,000. N o other expenses were incurred.43

43Treas. Reg. Sec. 1.904-5(c)(2)(iv), examples (1) and (2).
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Asset method of interest allocation:
U nder the netting rule, G co categorizes the FC 150 interest payment (as
translated) from Czechco as passive income to the extent Czechco has
passive income for the year (which in this case is F C 200). Therefore, all o f
the interest received by G co is classified as passive income. Czechco allo
cates its interest expenses against its separate category income under the
asset m ethod using the following procedure:
1.

Because all of the related-person interest is allocated to passive income
under Treas. Reg. Sec. 1.9 0 4 -5 (c)(2 )(ii)(C ), none o f the related-person
interest payment is allocated against general lim itation income under
Treas. Reg. Sec. 1 .9 0 4 '5 (c )(2 )(ii)(D ).

2.

T h e entire amount o f related-person debt is allocable to passive assets
under Treas. Reg. Sec. 1.904-5(c)(2)(iii)(B ) ($1,500 X $150/$150).

3.

T h e remaining nonrelated-person interest expense o f F C 100 is allocated
to C zechco’s passive and general lim itation income using the asset
m ethod found in Treas. Reg. Sec. 1.904-5 (c)(2 )(ii)(E ).
Passive = F C 100 X (FC2,000 - FC1,500)/(FC4,000 - FC 1,500) = FC 20
G eneral lim itation = F C 100 X FC 2000/(F C 4,000 - FC 1,500) = FC 80

Gross income method of interest allocation:
If the gross income m ethod o f allocation is used, Czechco allocates the
F C 100 of unrelated person interest expense using a formula similar to the
asset m ethod, except that interest expense is substituted for asset value and
related person interest is substituted for related-person debt.
Passive = F C 100 X (FC 200 - FC 150)/(F C 3 0 0 - FC 150) = FC 33
G eneral lim itation = F C 100 X FC 100/(F C 300 — F C 150) = FC 67

Rents and Royalties. Rents and royalties received or accrued from a CFC
by a U.S. shareholder are treated as income in a separate category to the
extent such expenses were allocated against the income of the CFC in
that separate category under the principles of Treas. Reg. Sec. 1.861-8
(Treas. Reg. Sec. 1.904-5(c)(3)). For example, if a U.S. shareholder
receives a royalty payment from a CFC that earned only general limita
tion income, that royalty is treated as general limitation income by the
U.S. shareholder.
Dividends. Dividends paid by a CFC to a U.S. shareholder are treated as

income in a separate category in proportion to the ratio of the CFC’s
earnings and profits attributable to income in each category to total
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earnings and profits of the CFC (section 904(d)(3)(D) and Treas. Reg.
Sec. 1.904-5 (c)(4)). Dividends for this purpose include amounts
included in the U.S. shareholder’s gross income under section
951(a)(1)(B) as a pro rata share of the CFC’s increase in earnings
invested in U.S. property (section 904(d)(3)(G)).
E xam ple 7 .1 5 . Thaico, a wholly owned foreign corporation o f Yco, a U .S .

corporation, has current earnings and profits o f F C 1,000, o f which FC 600 is
attributable to general lim itation income (which is not subpart F income)
and FC 400 of which is from dividends received from a noncontrolled section
902 corporation. A t the end o f 1995, T haico paid Yco a dividend o f FC 200,
all o f which was from current earnings. T h e dividend is categorized as FC 120
o f general lim itation income (F C 6 0 0 /F C 1,000 X F C 200) and FC 80 of n on
controlled section 902 dividend income (FC 400/FC 1,000 X F C 2 0 0 ).44

If part of a dividend is deemed paid out of subpart F income that was
previously included in the U.S. shareholder’s gross income and is there
fore not taxed when received (section 959(d)), the U.S. shareholder
reduces the earnings and profits ratios by the untaxed amount in apply
ing the look-through rules.
E xam ple 7 .1 6 . Indico, a wholly owned foreign subsidiary o f Lco, a U .S . cor
poration, reported FC 20 of passive foreign personal holding company
income and FC 60 o f manufacturing income, and received FC 20 o f dividends
from a noncontrolled section 902 corporation. A t the end o f 1995, Indico
paid L co a FC 40 dividend. Assum ing gross income and earnings and profits
are equal (total earnings and profits are F C 100), L co includes the FC 20 o f
foreign personal holding company income in gross income as a subpart F
inclusion and treats it as passive lim itation income. O f the FC 40 dividend,
FC 20 is treated as a distribution o f previously taxed income and is not
included in Leo’s gross income. T h e remaining FC 20 of dividend is included
in L eo’s gross income and is treated as FC5 o f noncontrolled section 902
dividend lim itation income (FC 20 X FC 20/(F C 100 — F C 2 0 )) and FC 15 o f
general lim itation income (FC 20 X FC 60/(F C 100 — F C 20)).

Special anti-abuse rules apply where a dividend is paid to a U.S.
shareholder, the payor (CFC) is the recipient of a related party loan, and
it appears that the loan was made to alter the characterization of the
dividend for purposes of the look-through rules (Treas. Reg. Sec. 1.9045(c)(4)(ii)). In such a case, the character of the dividend is determined
44Treas. Reg. Sec. 1.904-5(c)(4)(iii), example (1).
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by the earnings and profits of the lender rather than the earnings and
profits of the payor of the dividend. The regulations state that a loan is
not considered made for the purpose of altering the characterization of
the dividend if the loan would have been made or maintained on sub
stantially the same terms whether or not the dividend was paid (for
example, a loan by a related party lender to a CFC that arises from the
sale of inventory in the ordinary course of business).
Application of Look-Through Rules to Partnerships and Other Pass-Through
Entities. In general, a partner’s distributive share of partnership income is

characterized as income in a separate category to the extent that the dis
tributive share is a share of income earned or accrued by the partnership
in such category (Treas. Reg. Sec. 1.904-5(h)(1)). Payments of interest,
rents, or royalties from a partnership to a partner described in section
707 (that is, payments to a partner not acting in his or her capacity as a
partner) are characterized under the look-through rules, provided the
rules would have applied had the partnership been a foreign corporation
and the payment is to a partner who owns 10 percent or more of the
value of the partnership. This rule also applies if the payment is to a
member of the partner’s affiliated group (a 50-percent ownership test is
substituted for the 80-percent requirement of section 1504(a)).
The look-through rules do not apply to payments from a partnership
to a limited partner or corporate general partner that owns less than
10 percent of the value in the partnership. In such cases, the payment
is treated as passive limitation income. The look-through rules do apply
to a less-than-10-percent partner if the interest is held in the ordinary
course of the partner’s trade or business (that is, the partner or a member
of the partner’s affiliated group engages in the same, or a related trade or
business, as the partnership). In addition, if any portion of the partner’s
distributive share of income is a share of high withholding tax interest,
that portion of the distributive share is treated as high withholding
tax interest by the partner, even if the partner is a less-than-10-percent
partner (Treas. Reg. Sec. 1.904-5(h)(2)(ii)). For purposes of this excep
tion, value is defined to include an interest in the capital or profits of
the partnership.
The look-through rules also apply to distributions and payments
made between related “look-through entities” (Treas. Reg. Sec. 1.9045 (i)(l)). A look-through entity includes a CFC, partnership, and
presumably an S corporation and a simple trust. (The latter two entities
were included in the proposed regulations but are not mentioned in the
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final regulations.) Look-through entities are related if one entity owns
more than 50 percent of the total voting power or value of the other
entity or if U.S. shareholders own at least 50 percent of the voting power
or value of both entities.
Ordering Rules. The look-through rules apply to payments and subpart F

inclusions in the following order: rents and royalties, interest, subpart F
inclusions and distributive shares of partnership income, and dividends.
If an entity is both a recipient and a payor of any of these categories of
income, the income received is characterized before the income that is
paid (Treas. Reg. Sec. 1.904-5(k)(2)). If two related persons pay each
other interest, the interest payments offset each other and only the
entity with the net interest paid is treated as having paid interest.45
Source Rules Applicable to United States-Owned
Foreign Corporations

Although the look-through rules of section 904(d)(3) serve to determine
the foreign tax credit limitation category into which income is placed,
they do not change the geographic source of the income (that is, the
income remains foreign-source income). Without any further restric
tions, a U.S. corporation seeking to characterize income as foreignsource for purposes of the foreign tax credit limitation could loan money
to a foreign-owned corporation and have the foreign corporation invest
in U.S. securities. The dividend income earned by the foreign corpora
tion could then be used to pay the interest on the loan. Even though the
look-through rules would characterize this income as passive, it would
still be foreign-source income.
To prevent such potential abuses of the source rules for purposes of
the foreign tax credit limitation, Congress enacted section 904(g) in
1984 to re-source certain foreign distributions as U.S.-source income to
the extent they are paid out of earnings and profits derived from U .S.
source income. These re-sourcing rules apply to (1) interest, dividends,
and gross income included under subpart F (section 951(a)); (2) foreign
personal holding company income (section 551); or (3) passive foreign
investment company income (section 1293) paid or deemed paid by a
United States-owned foreign corporation to a U.S. person.

45Treas. Reg. Sec. 1.904-5(1), examples (8), (9), and (10).
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A United States-owned foreign corporation is defined to be a foreign
corporation owned 50 percent or more by U.S. persons (section
904(g)(6)). This definition includes controlled foreign corporations, but
it also includes joint ventures that are foreign corporations and are 50percent owned by U.S. persons. A special de minimis rule (section
904(g)(5)) allows the corporation to be exempt from the re-sourcing
rules in any year in which the U.S.-source portion of earnings and profits
for the year is less than 10 percent.
Interest. Interest is re-sourced only if it is paid to a “U.S. shareholder” (a

10-percent shareholder) or a related person to the U.S. shareholder
(defined in section 267(b)). If the interest is related-person interest (as
defined in Treas. Reg. Sec. 1.904-5(c)(2)(ii)), it is sourced as being from
within the United States to the extent the foreign corporation has U.S.source passive income. If the interest is less than or equal to passive
income, the amount that is sourced within the U.S. is computed using a
ratio of U.S.-source passive income to total passive income. Any relatedperson interest in excess of passive income and therefore allocated to
other separate categories of income is sourced using either a gross income
method or an asset method (see Treas. Reg. Sec. 1.904-5(m)(2)).
E xam ple 7 .1 7 . Pakco, a wholly owned foreign corporation of Sco, a U .S .

corporation, paid S co FC 300 o f interest during 1995. Pakco had no other
expenses. Pakco has FC 3,000 o f assets that generate FC 650 o f foreign-source
general lim itation income and a F C 1,000 loan to an unrelated person that
generates FC 20 o f foreign-source passive income. Pakco also has a FC 4,000
loan to an unrelated U .S . person that generates FC 70 o f U .S.-source passive
income and FC 4,000 o f inventory that generates F C 100 o f U .S.-source
general lim itation income. S co uses the asset m ethod to allocate interest
expense. Pakco's assets and income can be summarized as follows;
A sse ts:
Foreign

U .S .

Totals

Passive
General

FC 1,000
3,000

F C 4 ,000
4,000

F C 5,000
7,000

Total

FC 4,000

FC 8,000

F C 12,000

Foreign

U .S .

Totals

Passive
General

F C 20
650

F C 70
100

FC 90
750

Total

FC 670

FC 170

FC 840

Incom e:
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U nder Treas. Reg. Sec. 1.90 4 -5 (c)(2 )(ii)(C ), FC 90 o f the FC 300 related per
son interest payment from S c o to Pakco is allocated to passive income.
U nder Treas. Reg. Sec. 1.904-5(m )(2), FC 70 is sourced as U .S . and F C 20 is
sourced as foreign. T h e remaining FC 210 o f interest expense is allocated to
the general lim itation category. O f this amount, FC 120 is sourced within the
U nited States (FC 4,000/FC 7,000 X FC 210) and FC 90 is sourced outside
the U nited States (FC 3,000/FC 7,000 X F C 210).46

Dividends. Dividends are sourced in proportion to the ratio of U.S.-

source earnings and profits of the foreign corporation in the particular
credit limitation category to the total earnings and profits of the foreign
corporation in that separate category (section 904(g)(4) and Treas. Reg.
Sec. 1.904-5(m)(4)). In the calculation of earnings and profits, relatedperson interest is allocated between U.S. and foreign earnings and profits
using the rules of Treas. Reg. Sec. 1.904-5(m)(2), and other expenses are
allocated using the rules of Treas. Reg. Sec. 1.904-5(c)(2)(ii).
E xam ple 7 .1 8 . Paraco, a wholly owned foreign corporation o f A co, a U .S .

corporation, has earnings and profits of FC 1,000, o f which FC 400 represents
general lim itation income and FC 600 represents passive income. T h e entire
am ount o f the general lim itation earnings and profits is from sources outside
the U nited States. Earnings and profits from passive income is made up o f
FC 400 from sources outside the U nited States and FC 200 from sources
within the U nited States. During the year, Paraco paid A co a dividend of
FC500. O f that amount, FC 300 is treated as passive income (FC 600/FC 1,000
X FC 500). O f this FC 300, F C 100 is sourced within the U nited States
(FC 200/FC 600 X FC 300) and FC 200 is sourced outside the U nited States
(FC 400/FC 600 X FC 300). T he remaining FC 200 o f the dividend is sourced
outside the U nited States and treated as general lim itation income.47

Subpart F Inclusions. Income deemed to be distributed to a U.S. share
holder under section 951(a)(1) is sourced according to the underlying
sources of the income constituting each separate category (section
904(g)(2) and Treas. Reg. Sec. 1.904-5(m)(5)).
E xam ple 7 .1 9 . Turko, a wholly owned C F C o f domestic corporation Qco,

reported F C 100 o f subpart F foreign personal holding company income that
is treated as passive lim itation income. O f this amount, FC 40 is from sources
within the U nited States. Turko also reported FC 50 o f subpart F general
lim itation income, all of which is from sources outside the U nited States.

46Treas. Reg. Sec. 1.904-5(m)(3), example (1).
47Treas. Reg. Sec. 1.904-5(m)(4)(iii), example.
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Q co includes the FC 150 o f subpart F income in gross income under section
951(a). O f this amount, F C 60 is treated as foreign-source passive income to
Q co, FC 40 is treated as U.S.-source passive income, and FC 50 is treated as
foreign-source general lim itation incom e.48

Foreign Oil and Gas Limitations

Section 907 provides special rules for the treatment of taxes on foreign
oil and gas income. These rules (1) relate to limitations on amounts
allowed as foreign taxes under section 901, (2) deal with foreign taxes on
foreign oil-related income, (3) provide for recapture of foreign oil and gas
extraction losses, and (4) describe the treatment of disallowed credits.
Oil and Gas Extraction Taxes. Section 907(a) establishes a limit on the

amount of any oil and gas extraction taxes paid or accrued (or deemed to
have been paid) that are taken into account for purposes of section 901.
Taxes paid or accrued for purposes of section 901 must be reduced by
the amount the taxes exceed foreign oil and gas extraction income for
the taxable year, multiplied by the highest rate of tax under section
11(b) for a corporation, which currently is 35 percent. For an individual,
the amount must be multiplied by a fraction: The numerator is the tax
against which the regular foreign tax credit under section 901(a) is
taken; the denominator is the taxpayer’s entire taxable income.
Foreign oil and gas extraction income is income derived outside the
United States from the extraction of minerals from oil or gas wells or the
sale or exchange of assets used by the taxpayer in the trade or business of
extracting minerals from oil or gas wells (section 907(c)(1)). It also
includes certain dividends, interest, and partnership distributions (sec
tion 907(c)(3)). Beginning in 1993, it does not include dividend or
interest income (e.g., interest on working capital) that would otherwise
be passive income (as defined in section 904(d)(2)(A)).
Foreign Oil-Related Income. The term foreign oil-related income means the

taxable income derived from sources outside the United States and its
possessions from the following activities:
1.

The processing of minerals extracted by the taxpayer or by any other
person from oil and gas wells into oil or gas primary products

48Treas. Reg. Sec. 1.904-5(m)(5)(ii), example.
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3.
4.

5.
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The transportation of these minerals or primary products
The distribution or sale of such minerals or primary products
The disposition of assets used by the taxpayer in processing, trans
porting, or distributing these minerals or primary products (however,
50 percent or more of the income attributable to the asset for the
three taxable years of the selling corporation immediately preceding
the year of sale must be foreign base company oil nonextraction
income)
The performance of any other related service such as managerial
services, accounting services, or insurance for oil extraction or non
extraction income (section 907(c)(2))

Beginning in 1993, foreign oil-related income does not include divi
dend or interest income (for example, interest on working capital) that
would otherwise be passive income (as defined in section 904(d)(2)(A)).
The following amounts are treated as foreign oil nonextraction
income to the extent that they are attributable to foreign oil and gas
nonextraction income:
1.
2.
3.
4.

Dividends and interest from a foreign corporation for which taxes
are deemed paid by the taxpayer
Dividends from a domestic corporation that are treated as income
from sources outside the United States
Amounts for which taxes are deemed paid under section 960
The taxpayer’s distributive share of income of partnerships

In addition, interest from a foreign corporation and dividends from a
domestic corporation that are treated as foreign-source are foreign base
company oil and gas nonextraction income to the extent attributable
to foreign oil and gas extraction income. This means that such interest
and dividends are oil nonextraction income even though foreign oil and
gas extraction income is not foreign base company oil and gas nonextrac
tion income.
Foreign Taxes on Foreign Oil-Related Income. Foreign income taxes other
wise creditable that are paid or accrued to any foreign country for foreign
oil-related income are generally creditable against U.S. income taxes.
Amounts are not creditable to the extent that the secretary of the
Treasury determines that the foreign law that imposes the tax is struc
tured, or in fact operates, so that the amount imposed on foreign oil
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nonextraction income is in most cases materially greater than the
amount generally imposed on income that is non-oil-related income.
The amount not treated as a tax is treated as a deduction under the for
eign law. Therefore, the excess amount is deductible for purposes of
computing foreign income tax and for U.S. tax purposes.
This provision is meant to assure that the rate of foreign tax on oil
profits after the deduction does not exceed the rate of tax generally
imposed by the country on other income. This amount must be com
puted algebraically by solving the following equations:
(1) Y f = F o - (T p - Tc)
(2) Tc = Y f x Tr
where:
Fo
Tp
Yf
Tc
Tr

=
=
=
=
=

Foreign oil-related income
O il taxes paid to a foreign jurisdiction
Foreign taxable incom e and U .S . taxable income
Foreign incom e tax for tax credit purposes
Generally applicable foreign incom e tax

The foreign income tax for tax credit purposes is computed by substitut
ing Fo — (Tp — Tc) from equation 1 for Yf in equation 2.
(3)

Tc = (Fo - [Tp - Tc])Tr

After solving for Tc in equation 3, equation 1 can be solved for Yf.
E xam ple 7 .2 0 . A foreign country has a generally applicable income tax o f 40
percent but imposes an additional “tax” on oil-related income that results in
a total tax of 55 percent on oil-related income. A company earning $100 o f
oil-related income on which it paid oil “taxes” o f $55 is allowed $30 o f the
foreign tax as a credit against the precredit U .S . tax on taxable income of
$75, computed as follows:

Tc
Tc
Yf
Yf

=
=
=
=

($100 - [$55 - Tc]) X 40%
$30
$100 - ($55 - $30)
$75

T he company is entitled to treat the remaining $30 o f the foreign tax as a
credit against the $25.50 precredit U .S . tax on the $75 taxable income; this
leaves an excess credit o f $4.50.
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Foreign Oil Extraction Loss. A foreign oil extraction loss is the amount by
which the taxpayer’s gross income from activities giving rise to foreign
oil and gas extraction income is exceeded by the sum of expenses, losses,
and other deductions properly apportioned or allocated to that income
and a ratable part of any expenses, losses, or other deductions that
cannot be definitely allocated to some item or class of gross income
(Treas. Reg. Sec. 1.907(c)-1(3)(i)). In the case of an affiliated group
filing a consolidated return, if no overall foreign extraction loss has been
sustained, then no foreign oil extraction loss is subject to recapture, even
if a member of the group had an extraction loss and the member is sub
sequently sold or otherwise leaves the group.
In computing the amount of the foreign extraction loss, the net
operating loss deduction under section 172(a), foreign expropriation
losses (section 172(h)(1)), and an extraction loss arising from a casualty
or theft, to the extent not compensated for by insurance, are not taken
into account. A taxpayer is treated as sustaining a foreign extraction loss
whether or not a foreign tax credit is claimed for the year of the loss.
Recapture of Overall Foreign Extraction Loss. Section 907(c)(4) provides
that when a taxpayer has an overall foreign extraction loss in a year that
reduces nonextraction income, the loss is, in effect, recaptured in a sub
sequent year in which the taxpayer has overall foreign oil and gas
extraction income. Section 907(c)(4) operates in substantially the same
fashion as the overall foreign loss recapture provisions in section 904(f),
by recharacterizing a portion of the foreign oil and gas extraction income
earned in later years as foreign-source income that is not oil and gas
extraction income. The amount of the foreign extraction income that is
to be recharacterized as nonextraction income is equal to the amount of
the extraction losses from prior years, to the extent that the losses have
not been recharacterized in prior years. The taxpayer must recharacterize
this income evert though no tax benefits were obtained from the extrac
tion losses.
Section 907(c)(4) may operate in conjunction with section 904(f) in
cases in which the taxpayer has an overall foreign loss and part or all of
the loss is a foreign extraction loss.
E xam ple 7 .2 1 . Gusher Corp. has an overall foreign extraction loss for the
year of $100, foreign-source general lim itation income o f $75, and $100
o f U .S . income. T h e extraction loss offsets first the $75 of foreign-source
general lim itation income and then $25 of U .S . income. In the subsequent
year, Gusher Corp. has $100 o f foreign oil extraction income. First, income
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o f $25 would be recharacterized as U.S.-source income under section 904(f),
and then $75 o f foreign oil extraction income would be recharacterized as
foreign-source general lim itation income.

Any foreign income taxes imposed on the recharacterized extraction
income are not recharacterized and always retain their character as
extraction taxes.
Allocation of Taxes

In computing the separate foreign tax credit limitations, it is necessary to
allocate foreign taxes paid to the separate income categories. The rules
for making these allocations are found in Treas. Reg. Sec. 1.904-6. For
purposes of the regulations, foreign taxes are characterized as (1) related
to a separate category of income and (2) related to more than one sepa
rate category of income. Taxes are related to a separate category of
income if the income is included in the base on which the tax is imposed
(for example, a withholding tax is generally related to the income from
which it is withheld).
A tax that is related to more than one category of income must be
allocated to each separate income category based on the ratio of the net
income subject to that foreign tax included in each separate category
over the total net income subject to that foreign tax (Treas. Reg. Sec.
1.904-6(a)(l)(ii)).
In making the allocation of taxes, gross income is determined using
the law of the foreign country to which the foreign taxes have been paid
or accrued. Gross income in the passive limitation category is reduced by
related-person interest allocated to the income under Treas. Reg. Sec.
1.904'5(c)(2)(ii)(C) (that is, the netting rule). Gross income in each
category is then reduced by deducting expenses and losses that are specif
ically allocable to the gross income of each category under foreign law.
Expenses not specifically allocated to gross income under foreign law are
apportioned under the principles of foreign law. For example, if foreign
law requires expenses to be apportioned using a gross income basis, then
such expenses will be so apportioned. If foreign law does not provide for
direct allocation or apportionment of expenses, the principles of Treas.
Reg. Sec. 1.861-8 are applied. The taxes allocated to the passive limita
tion category must be further allocated to the “groups” of income within
the passive category to determine whether any of the income is hightaxed income (Treas. Reg. Sec. 1.904-6(a)(iii)).
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E xam ple 7.22. M co, a dom estic corporation, conducts business in foreign

country X. M co reported $400 o f shipping income, $200 o f general lim ita
tion income, and $200 o f passive income for 1995. U nder foreign law, none
o f M co’s expenses are directly allocated or apportioned to a particular cate
gory o f income. Under the principles o f Treas. Reg. Sec. 1.861-8, M co
allocates $75 o f directly allocable expenses to shipping income, $10 o f
directly allocable expenses to general lim itation income, and no such
expenses to passive income. M co also allocates expenses that are not directly
allocable to a specific class o f gross income — $40 to shipping income, $20
to general lim itation income, and $20 to passive income. N et shipping
income is $285 ($400 — $75 — $40) and net general lim itation income is
$170 ($200 — $10 — $20). T he foreign country imposes a tax o f $100 on a
base that includes M co’s shipping income and general lim itation income.
T h e foreign country exem pts passive income from tax. T h e tax is related to
shipping income and general lim itation income and must be allocated
between the two categories on a net income basis as follows:
To shipping income: $100 X $285/($285 + $170) = $63
To general lim itation income: $100 X $170/($285 + $170) = $37
N on e o f the foreign country’s tax is allocated to passive income.49

Additional Comments on the Limitation Formulas

Taxable income appears in the numerator and denominator of the sepa
rate income limitation formulas. The limitation formulas require that
taxable income be calculated using U.S. tax-accounting principles. The
sources of income and deductions are determined using the principles
explained in chapter 5.
Taxable income for individuals, estates, and trusts is computed with
out considering personal exemptions (section 151) or the comparable
exemption for estates and trusts (section 642(b)). The standard deduc
tion is taken into consideration and is allocated between foreign- and
domestic-source income to determine both the numerator and denomi
nator. In the numerator, the appropriate percentage of the standard
deduction is subtracted from foreign-source taxable income; in the
denominator, the total standard deduction is subtracted from taxable

49Treas. Reg. Sec. 1.904-6(c), example (1). See also examples (2)-(8) for more complex
situations involving high-taxed income and deemed-paid credits under sections 902
and 960.
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income. Also allocated between foreign- and domestic-source income
are itemized deductions not directly allocable to specific income items
such as contributions and medical expenses.
The general limitation formula is as follows:
Foreign-source taxable
income less allocable
standard deduction

X U .S .t a x = Foreign tax credit

lim itation

Taxable income before the
deduction for exem ptions

E xam ple 7 .2 3 . Tim and Mary Jones are married and filed a joint return for

1994. They reported the following income and deductions:
Income subject to U .S . tax:
U.S.-source
Foreign-source general lim itation

$36,000
$ 4,000

G ross income
Less: Standard deduction

$40,000
6,350

Taxable income before exem ptions
Less: Exem ptions — (2 X $2450)

$33,650
4,900

Taxable income
U .S . tax liability

$28,750
$ 4,316

In computing the foreign tax credit limitation, the standard deduction is
allocated to foreign-source general lim itation income by multiplying the
amount ($6,350) times the ratio o f foreign-source gross income to total gross
income: $4,000/$40,000 X $6,350 = $635. T he foreign tax credit lim itation
is computed as follows:
$4,000 - $635 x
$33,650

$4,316 = $431.60

All of the items in the calculation are with respect to the same taxable
year.50 The year is determined by the year in which the foreign taxable
income (numerator) is subject to taxation by the United States. The
U.S. taxes and total taxable income (denominator) are with respect to

50United States v. Betty Rogers (Extrx), 122 F.2d 485 (CA-9, 1941).
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that same year. The limitation formula applies to the year in which the
foreign income must be recognized. The year in which a credit can be
taken against U.S. taxes is the year the foreign taxes are paid or accrued.

Treatment of Capital Gains for Purposes of the
Foreign Tax Credit
The Tax Reform Act of 1976 added provisions altering the treatment of
capital gains for purposes of the foreign tax credit. Under prior law, a tax
payer could increase foreign-source income by sales of assets giving rise
to capital gains in a foreign country. The U.S. tax liability against which
the ratio of foreign-source taxable income to total taxable income was
applied was not adjusted to reflect the lower rate of U.S. tax applied to
capital gains. In addition, foreign-source net capital gains or losses were
not offset against domestic-source net capital gains or losses.
Section 904(b)(2) limits the gains from sales and exchanges of capi
tal assets included in taxable income from foreign sources in a separate
limitation category to the taxpayer’s “foreign-source capital gain net
income.” Section 904(b)(3)(A) defines foreign-source capital gain net
income as the lesser of (1) capital gain net income from foreign sources in
the separate limitation category or (2) capital gain net income from all
sources in that category. For purposes of this computation, capital gain
net income includes net section 1231 gain.
E xam ple 7 .2 4 . Ripken Inc., a U .S . corporation, had the following capital
gains and losses for 1995 (assume all foreign income is general lim itation
incom e):

Foreign-source long-term capital gain
Foreign-source long-term capital loss

$10,000
( 2,000)

Foreign-source capital gain net income
U .S.-source long-term capital loss

$ 8,000
( 6, 000)

C apital gain net income

$ 2,000

For purposes o f com puting the num erator (foreign taxable incom e) in the
credit lim itation form ula for general lim itation incom e, R ipken Inc.
includes foreign-source cap ital gain n et incom e o f $ 2 ,0 0 0 (th e lesser o f
foreign-source cap ital gain n et incom e [$8,000] and to tal cap ital gain net
incom e).
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If the taxpayer has a foreign-Source net capital loss, such loss is deducted
in computing foreign taxable income in a separate limitation category
only to the extent the loss was taken into account in computing total
capital gain net income in the same category (section 904(b)(2)(B)(iii)).
E xam ple 7 .2 5 . Gehrig Inc., a U .S . corporation, had the following capital

gains and losses for 1995 (assume all foreign income is general lim itation
incom e):
Foreign-source long-term capital gain
Foreign-source long-term capital loss
Foreign-source net capital loss
U .S.-source long-term capital gain
C apital gain net income

$ 2,000
(10,000)
(8,000)
12,000
$ 4,000

o f computing the numerator (foreign taxable incom e) in the
credit lim itation formula for general lim itation income, Gehrig Inc. deducts
foreign-source net capital loss of $8,000.

In years during which capital gains are subject to a rate that is less
than the highest marginal rate imposed on non-capital-gain income, the
taxable income from sources outside the United States in the numerator
of the foreign tax credit limitation formula includes foreign-source capi
tal gains only in an amount equal to net income from such gains, reduced
by the “rate differential” portion of foreign-source net capital gain (sec
tion 904(b)(2)(B)). The denominator of the formula (total taxable
income) includes capital gain net income reduced by the rate differential
portion of net capital gain. Any net capital loss from sources outside the
United States, to the extent used to determine capital gain net income,
is reduced by the rate differential portion of the excess of net capital gain
from sources within the United States over net capital gain. The rate
differential portion of foreign-source net capital gains, or the excess of
net capital gain from sources within the United States over net capital
gain, is the excess of the highest marginal tax rate (section 1 or section
11(b)) less the alternative tax on net capital gain (section 1(h) or
section 1201(a)) divided by the highest marginal tax rate. For example,
for 1995 the alternative tax on individual net capital gain was 28 percent
and the highest marginal tax rate under section 1 was 39.6 percent. If an
individual recognized net capital gain in 1995, the foreign-source net
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capital gain in the numerator and the denominator of the limitation
formula would be limited to 28/39.6 of the total amount.

Overall Foreign Losses
U.S. taxpayers operating a foreign branch are able to deduct losses gener
ated by the branch against U.S.-source income. Such a deduction
reduces U .S.-Source income subject to U.S. tax. To prevent a U.S. tax
payer from getting a “double benefit” when the branch eventually earns
foreign-source income (that is, the loss was deducted against U.S.
income and the subsequent tax on the foreign earnings was credited
against U.S. tax), Congress enacted “recapture rules” for foreign losses in
section 904(f) in 1976. Under this provision, foreign earnings of a
branch are re-sourced as U.S.-source income for purposes of computing
the foreign credit limitation to the extent that the branch had prior
foreign losses that offset U.S.-source income.
Prior to the Tax Reform Act of 1986, the Treasury issued regulations
under section 904(f), under which it was required that a separate foreign
loss be computed for each category of foreign tax credit limita
tion income. Due to vagueness in the wording of the regulations, U.S.
taxpayers interpreted the regulations to allow an overall foreign loss
(foreign-source income less allocated deductions) in one separate limita
tion category to offset U.S.-source income before offsetting any
foreign-source income in another separate limitation category. This
approach maximized the credit limitation in the current year and post
poned the recapture of foreign income to future periods when the
separate limitation category from which the loss arose had positive
net income.
Congress “corrected” this ordering of foreign losses in the Tax Reform
Act of 1986.51 Under the revised rules, a foreign loss in one income limi
tation category reduces the income in other income limitation categories
(on a pro rata basis) before offsetting U.S.-source income. In making this
computation, the taxpayer first determines the separate limitation income
or loss in each income category. The separate limitation loss amounts are
combined, as are the separate limitation income amounts. If the com
bined separate limitation loss for the current year is less than the
51See also Notice 89-3, 1989-1 C.B. 623.
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combined separate limitation income for the year, a pro rata share of
each separate limitation loss is allocated to each separate income cate
gory, using the ratio of the income in each specific category over the
combined income of all categories with income.
If the combined separate limitation losses for the current year exceed
the combined separate limitation income, the pro rata share of each
separate limitation loss is allocated to each separate limitation income
category, using the ratio of the loss in each specific category over the
combined separate limitation losses from all categories with losses.
The excess of the combined separate limitation loss over the com
bined separate limitation income reduces U.S.-source taxable income to
the extent possible (section 904(f)(5)(A)). Any excess of combined sepa
rate limitation loss over U.S.-source income is treated as a net operating
loss deduction subject to the carryover or carryback rules of section 172.
E xam ple 7 .2 6 . M cCarthy Corp. has income from the following sources

during 1995:
U .S.-Source

General Limitation

Passive

Shipping

$200

$50

$100

$(90)

M cCarthy C orp .’s combined foreign losses in separate lim itation categories
($90) do not exceed combined foreign income in separate lim itation cate
gories ($150). A s a result, M cCarthy Corp. must allocate the foreign
shipping loss pro rata against the general lim itation income and the passive
income. U sing the allocation formula, $30 would be deducted against gen
eral lim itation income ($90 X $50/$150) and $60 would be deducted
against passive income ($90 X $100/$150).
E xam ple 7 .2 7 . If M cCarthy Corp. had a shipping loss of $200 in exam ple

7.26, its combined foreign lim itation losses ($200) would exceed its com 
bined foreign lim itation income ($150). A s a result, the $200 shipping loss
would reduce the passive income and general lim itation income to $0, and
the excess $50 loss would offset U.S.-source income.

If the credit limitation category that produced the loss has income in
a subsequent year, that income is re-sourced according to the foreignsource limitation category or U.S.-source income it reduced in previous
years. For purposes of this “recapture” of the previous loss deduction, the
characterization of the income as U.S.-source takes priority.
The amount of foreign-source limitation income that is recaptured
as U.S.-source in any year is limited to the lesser of (1) 50 percent of the
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combined foreign source taxable income in all limitation categories
for the current year or (2) the amount of foreign loss remaining to be
recaptured from the separate limitation category (section 904(f)(1)).
The taxpayer may make an annual, irrevocable election to recapture
a portion of the balance in an overall foreign loss account in excess of
50 percent of total foreign taxable income.
If income is reported in a separate limitation category and such cate
gory had a previous foreign loss, the income is recaptured as income from
other separate limitation categories to the extent the previous loss was
deducted against income in those categories (section 904(f)(5)(C)).
If the amount of income in a separate limitation category from which
a previous-year loss was allocated to other separate limitation categories
is not sufficient to recapture the entire amount of the loss, the income
is recharacterized as other separate limitation income on a pro rata basis,
using the ratio of income remaining to be recharacterized in each sepa
rate category over the total amount of income remaining to be
recharacterized.
E xam ple 7 .2 8 . U sing the same facts as exam ple 7.27, assume M cCarthy
Corp. had taxable income from the following sources in 1996:

U .S.-Source

General Limitation

Passive

Shipping

$100

$10

$20

$60

T h e $60 of shipping income is recharacterized according to the income
against which the prior-year loss was offset, with the am ount recharacterized
as U.S.-source taking priority. U nder section 9 0 4 (f)(1 ), the amount of
the shipping income that is recharacterized as U .S.-source is the lesser of
(1) 50 percent o f total foreign-source taxable income (50% X $90 = $45) or
(2) the am ount o f shipping loss remaining to be recaptured ($50). In this
case, M cCarthy Corp. must recharacterize a minimum o f $45 o f shipping
income as U.S.-source income in m aking the foreign tax credit lim itation
calculations. M cCarthy Corp. could elect to recharacterize the entire $50 o f
remaining unrecaptured shipping loss as U .S.-source. T h e remaining $15 of
shipping income is recharacterized on a pro rata basis as general lim itation
income and passive income as follows:
G e n e ral lim itation incom e:

Lesser o f (1) the am ount remaining to be recaptured ($50) or (2) a pro rata
amount o f the shipping income to be recharacterized ($15 X $50/$ 150 = $5)

242

U .S . Tax Aspects of Doing Business Abroad

P assive incom e:

Lesser o f (1) the amount remaining to be recaptured ($100) or (2) a pro rata
amount of the shipping income to be recharacterized ($15 X $100/$ 150 = $10)
M cCarthy Corp. would be treated as having $145 o f U .S.'Source taxable
income, $15 o f general lim itation income, $30 o f passive income, and no
shipping income in computing its foreign tax credit lim itation for each sepa
rate lim itation category.

Even though income in a separate limitation category may be rechar
acterized for foreign tax credit limitation purposes, the tax paid or
accrued with respect to the recaptured income is not recharacterized
(section 904(f)(5)(C)).
A U.S.-source loss is allocated to the separate limitation categories
on a pro rata basis. If a U.S.-source loss is carried forward or back to
offset income in another year, such loss is first offset against U.S.-source
income in that other year before it reduces foreign separate limitation
income. U.S.-source income in subsequent years is not recharacterized as
foreign-source income, however.
If a taxpayer has both a U.S.-source loss and a loss in a separate limi
tation category, the separate limitation loss is allocated against separate
limitation income prior to the allocation of the U.S.-source loss (section
904(f)(5)(D)). The recharacterization rules are applied to any income
remaining in a separate limitation category after deduction of any foreign
limitation or U.S.-source loss.
Special recapture rules apply when a taxpayer has an overall foreign
loss account from pre-1987 years (Treas. Reg. Sec. 1.904(f)-12). In
general, the taxpayer recaptures the balance in the overall loss account
from the separate limitation income category in effect after 1986 that is
analogous to the income category from which the overall foreign loss
account was established. For example, a foreign loss account from the prior
nonbusiness interest category, as defined in prior section 904(d)(1)(A),
is recaptured from the passive loss category after 1986. Overall foreign
losses in the prior general limitation category must be recaptured from
the post-1986 shipping income, financial services, dividends from each
noncontrolled section 902 corporation, and general limitation categories
on a pro rata basis unless the taxpayer can show that the loss was attrib
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utable to a specific income category. An overall foreign loss from pre1987 years is recaptured before a post-1986 foreign loss.
Dispositions of trade or business property used predominantly outside
the United States for the prior three years are subject to recapture rules if
at the time of the disposition the taxpayer has an unrecaptured foreign
loss account (section 904(f)(3)). In the case of such a disposition (defined
as a sale, exchange, distribution, or gift of property), the taxpayer is
deemed to have received and recognized foreign taxable income in the
year of disposition in an amount equal to the lesser of (1) the excess of fair
market value over adjusted basis or (2) the remaining amount of unrecap
tured foreign loss. The taxpayer must treat 100 percent of the recognized
foreign taxable income as U.S.'Source income. This rule does not apply if
the property was not a material factor in the production of income.

Carrybacks and Carryforwards of Excess Credits
Section 904(c) allows foreign taxes that are paid or accrued during the
year, but that are not fully allowed as credits against U.S. income taxes
because of the section 904(d) limitation, to be carried over to other tax
able years and used as credits to the extent the taxes would have been
allowed had they been paid or accrued in that year. An excess credit may
be carried back two years and carried forward for five years. (The carry
back is mandatory.) The carrybacks and carryforwards are computed
separately for each income limitation category.
Procedures for Carryover

A precise order must be followed for carrying the excess credits over;
back to the second preceding year, back to the first preceding year, and
then forward to each successive taxable year. Where excess credits from
more than one year are carried over to the same year, the oldest credits
(first-in, first-out) are used first.
For each year in the seven-year carryover period, the taxpayer must
determine whether the year is one of an excess credit or an excess limita
tion. The excess limitation amount must be computed for each separate
income category.
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E xam ple 7 .2 9 . W Corp. has the following foreign tax credit account for its
general lim itation income:

Year

Limitation
Amount

Foreign
Taxes

19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8

$100
150
100
200
175
225
600
650

$ 75
100
400
260
140
200
400
600

Excess
Limitation
(Credit)

$

25
50
(300)
(60)
35
25
200
50

T h e 19X3 and 19X4 excess credits are carried to the other years in the fol
lowing order:
1 9 X 3 excess credit ( $ 3 0 0 ) :

19X1
19X2
19X5
19X6
19X7

$ 25
50
35
25
165
$300

1 9 X 4 excess credit ( $ 6 0 ) :

19X7
19X8

$ 35
25
$ 60

A period of less than twelve months for which a return is filed is
counted as one full year for purposes of determining the carryover period.
In addition, excess credits cannot be carried over to years in which a
deduction instead of a credit was taken for foreign taxes. A year in which
a deduction is taken counts as a year used, and therefore an excess credit
may not be carried to such a year even though a credit was not taken for
that year.
Excess credits carried back give rise to a refund. The refund is claimed
by filing Form 1120X (corporation) or Form 1040X (individual) and
attaching a revised Form 1118 or 1116, respectively.
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Restrictions on Carrybacks and Carryforwards

Section 904(c) states that excess credits cannot be carried over to years
in which a deduction rather than a credit for foreign taxes was taken. A
carryover also cannot be deducted in any year to which it carried, but
may be used only as a credit. A carryover ready to expire cannot be taken
as a deduction in a carryover year to prevent expiration. For open tax
years, the election may be changed from credit to deduction by filing an
amended return.
Transition Rules for the Tax Reform Act of 1986

Carryforwards of excess credits from pre-effective-date years must be
allocated to the separate category of income from which the carryover
arose in the pre-effective-date year. For example, a dividend from a non
controlled section 902 corporation was general limitation income under
prior law. Under current law it is a separate limitation category. A preeffective-date carryover of a credit arising from such income must be
allocated to the general limitation category in the post-effective-date
year because it would have been placed in that category had it been used
in the pre-effective-date year. Exceptions to this carryforward rule apply
to excess credits from pre-effective-date general limitation income where
the taxpayer can satisfy the secretary of the Treasury that the tax from
which the excess credit arose was paid on income that would have been
shipping income, financial services income, or high withholding tax
interest had it been earned in a post-effective-date year. In such cases,
the taxpayer may treat the carryforward as subject to the current-year
limitation in that specific category rather than the general limitation
category.

The Section 960 Credit
Subpart F income earned by a CFC is taxed to U.S. shareholders whether
or not the income has been distributed (section 951(a)). Sections 960
and 962 allow deemed-paid credits to be taken by U.S. shareholders
in the same year the undistributed income is taxed to them, similar to
the deemed'paid credits allowed on regular dividend distributions from
foreign corporations under section 902. This provision permits matching
foreign tax credits with the related subpart F income.
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The rules applicable to deemed-paid credits allowed under section
960 are, for the most part, identical to the rules under section 902.
Section 960 applies only to domestic corporations, although section 962
allows individuals who are U.S. shareholders to elect to be subject to the
corporate tax rates in exchange for being eligible for the section 960
credit on subpart F income. The U.S. shareholder must own 10 percent
of the voting stock of the first-tier CFC in order to apply section 960
(section 960(a)(1)(A)). Subpart F inclusions from second- and third-tier
CFCs also are eligible for deemed-paid credit under section 960, if the
first-tier CFC owns at least 10 percent of the voting stock of the secondtier C FC and the second-tier CFC owns at least 10 percent of the voting
stock of the third-tier C FC (section 960(a)(1)(B) and (C )). The U.S.
shareholder must meet a 5-percent indirect ownership test with respect
to the second- and third-tier C FC s before section 960 applies (section
960(a)(1)).
Subpart F inclusions under section 951(a) are treated as being paid
out of the C FC ’s “post-1986 undistributed earnings” in the same way as
a dividend distribution under section 902. The calculation of earnings
and profits for purposes of section 960, after 1986, is identical to the cal
culation of earnings and profits for purposes of section 902. In both cases,
the rules of section 964 and section 986 are applied (see the previous
discussion of earnings and profits related to the section 902 calcula
tion and chapter 11). The deemed-paid credit under section 960 for
subpart F income included in income under section 951(a) is thus com
puted as follows:
Subpart F inclusion from
“post-1986 undistributed earnings” x
Post-1986 undistributed earnings

Post-1986 foreign income
taxes paid or accrued

The major difference in the computation of the section 902 credit
and the section 960 credit is that subpart F inclusions from a second- or
third-tier C FC included in the U.S. shareholder’s income are treated as
if the U.S. shareholder received them directly from the C FC rather than
as a dividend through the chain of C FC s.
E xam ple 7 .3 0 . N co, a domestic corporation, owns 100 percent o f the voting
stock of foreign corporation Franco. Franco owns 100 percent o f the voting
stock o f foreign corporation G erm co. Both Franco and G erm co were formed
in 1995. T h e results o f their operations for 1995 follow. (For ease o f illustra
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tion, it is assumed that all of the earnings and profits of Franco and Germ co
are general lim itation income and the spot exchange rate is F C 1: $1.)
G erm co

Pretax earnings and profits
Foreign income taxes (20% )
Earnings and profits
A m ount required to be included in N c o ’s income
Dividends paid to Franco

F C l 00
FC 20
F C 80
F C 50
none

F ran co

Pretax earnings and profits
Foreign income taxes (40% )
Earnings and profits
A m ount required to be included in N c o ’s income
Dividends paid to N co

FC 200
F C 80
F C 120
F C 90
none

For purposes of computing the section 960 credit on the subpart F inclusion
from C erm co, N co makes the com putation with regard only to C erm co’s
post-1986 undistributed earnings and post-1986 foreign income taxes paid or
accrued. Foreign taxes o f FC 20 are translated into U .S . dollars using the spot
exchange rate (FC :$1). T he section 960 credit with respect to C erm co is
$12.50, computed as (FC 50/FC 80 X $20). T h e section 960 credit on the
subpart F inclusion from Franco is computed with regard only to Franco’s
post-1986 undistributed earnings and post-1986 foreign income taxes paid or
accrued. T h e section 960 credit with respect to Franco is $60, computed as
(FC 90/FC 120 X $80). In both cases, N co increases the subpart F inclusion
(deemed dividend) by the amount o f deem ed'paid credit using the gross-up
rules of section 78.

Interrelation of Section 902 and Section 960 When
Dividends Are Paid by Third-, Second-, or First-Tier CFCs

When a distribution is made from a lower'tier CFC to an upper-tier
CFC , any tax attributable to that distribution may be treated as deemedpaid by the upper-tier C FC , for purposes of computing the section 902
deemed'paid credit on a subsequent distribution from the first-tier CFC
to a U.S. shareholder. The dividend increases the earnings and profits
of the upper-tier C FC , and the deemed-paid credit increases the pool of
post-1986 foreign taxes paid or accrued. When a lower-tier C FC makes a
distribution to an upper-tier CFC , the total amount of the distribution
increases the earnings and profits of the upper-tier C FC . However, to the
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extent the dividend distribution has been included in the U.S. share
holder’s gross income as a subpart F inclusion, only the portion of the
dividend not previously included in the U.S. shareholder’s gross income
is eligible for the deemed-paid credit under section 902(b)(1). If the
upper-tier CFC has subpart F income included in the U.S. shareholder’s
gross income, the upper-tier CFC’s earnings and profits, for purposes of
computing the section 902 credit with respect to the dividend received
from the lower-tier CFC, is reduced by the net dividend (gross dividend
less tax attributable to the dividend). The tax attributable to that por
tion of the dividend will not increase the upper-tier C FC ’s pool of
post-1986 undistributed foreign taxes because they had been previously
claimed as a credit (Treas. Reg. Sec. 1.960-2).
E xam ple 7 .3 1 . Assum e in the previous exam ple that G erm co distributes a
dividend o f FC 80 to Franco in 1995. T h e FC 80 dividend from Germ co to
Franco is treated as FC 50 from subpart F earnings and profits and FC 30 from
other earnings and profits. A s previously computed, N co has a section 960
credit with respect to the subpart F inclusion from Germ co o f $12.50. T h e sec
tion 960 credit on the subpart F inclusion from Franco is computed as follows:

Pretax earnings and profits:
From operations
G erm co dividend

FC 200
80

Total
Foreign income taxes (40% )

FC 280
FC 112

Earnings and profits
Earnings and profits after exclusion o f net dividend
from G erm co previously included in N c o ’s gross
income (FC 168 - [FC 50 - (FC 50 X .40)])
Subpart F inclusion from Franco to N co
Dividends paid to N co
Foreign tax o f Germ co deemed paid by Franco
under section 9 0 2 (b )(1 ) ($20 X FC 30/FC 80)

FC 168

FC 138
F C 90
none
$7.50

N c o ’s section 960 credit with respect to Franco consists o f the tax actually
paid by Franco on its income plus the deemed tax paid on that portion of the
dividend from G erm co that was not included in N c o ’s gross income as sub
part F income.
T a x actually p aid by F ra n c o :

FC 90/FC 168 X $112 = $60
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Tax of Germco deemed paid by Franco under section 902(b)(1):
$90/$138 X $7.50 = $4.89
N c o ’s total section 960 credit with respect to Franco is $64.89.52

Distributions of Previously Taxed Subpart F Income

A problem that arises with subpart F income relates to distributions after
the year in which the income is recognized by the U.S. shareholders and
the foreign tax credit is taken. Section 959(a) provides that distributions
of previously taxed subpart F income are treated as nontaxable. If addi
tional foreign taxes are withheld on the distribution, under the usual
foreign tax credit rules, the taxpayer’s foreign-source income for purposes
of the limitation formula might be zero. For example, if a wholly owned
CFC had $100 of subpart F income on which $30 of tax was paid, the
U.S. corporate shareholder would recognize $100 of income currently
($70 of subpart F income and a $30 gross-up under section 78) and have
$30 of deemed-paid foreign taxes under section 960 ($30 X $100/$100).
When the CFC distributes the $70 in a later year, the $70 will not be
included in the U.S. shareholder’s taxable income under section 959(a).
The foreign country may impose a withholding tax on the distribution,
however. If the U.S. shareholder has only U.S.-source income in the year
the distribution is received, the withholding tax would not be allowed as
a credit in the year paid because the numerator of the limitation ratio
(foreign taxable income) would be zero.
To resolve this problem, section 960(b) provides for a special
increase in the foreign tax credit limitation formula in the year of distri
bution of such previously taxed income. For taxable years beginning after
September 30, 1994, section 960(b) requires each U.S. taxpayer to keep
an “excess limitation account” for each separate foreign tax credit limita
tion category (“basket”) of income. Th e excess limitation account is the
accumulation of excess foreign tax credit limitations due to the inclusion
in prior years of subpart F income under section 951(a). The amount
added to the account each year is the excess of the increase in the for
eign tax credit limitation (section 904(a)) due to the inclusion of the

Treas. Reg. Sec. 1.960-2(f), example (4). See also examples (5)-(10) for more compli
cated situations in which there are three tiers of CFCs and the first-tier CFC also makes
a distribution to the U.S. shareholder.
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category of subpart F income, less the amount of any direct or deemedpaid foreign income taxes associated with such income allowable as a
credit in the current year (section 960(b)(2)(B)). When previously
taxed income is received under section 959(a), the current year’s foreign
tax credit limitation is increased by the lesser of the foreign income taxes
imposed on the distribution, or the balance in the excess limitation
account (section 960(b)(1)). The increase in the current year’s foreign
tax credit limitation due to this provision reduces the balance in the
excess limitation account for future years. This “pooling approach,”
added by the 1993 Tax Act, replaces the prior “separate item” approach,
which required U.S. taxpayers to keep an excess foreign tax credit limita
tion “account” for each separate category of subpart F foreign tax credit
limitation income on a CFC-by-CFC basis and on a year-by-year basis.
The new rules are intended to reduce the administrative complexities
associated with section 960(b) and reflect the multi-year pooling
approach taken in 1986 to computing the deemed paid credit under sec
tion 902 and section 960(a).
Before section 960(b)(1) applies, the following requirements must
be satisfied:
1.

2.

3.

The taxpayer elected the foreign tax credit (or no creditable taxes
were imposed) in the year in which the subpart F income was
included in taxable income under section 951(a).
The taxpayer receives a distribution during the current year that is
excluded from gross income under section 959(a), and the foreign
tax credit is elected in the current year.
The taxpayer pays or accrues foreign income taxes on the section
959(a) distribution in the current year.
E xam ple 7 3 2 . A m erico, a dom estic corporation, owns all o f the stock o f

Belco Ltd., a foreign corporation. For tax year 1995 A m erico included in its
gross income $70 o f subpart F dividend from Belco in addition to a gross-up
of $30 under section 78 for deemed foreign taxes paid under section 960(a).
A ll o f the inclusion was categorized as general lim itation income for foreign
tax credit purposes. A s a result o f this income inclusion, A m erico’s foreign
tax credit lim itation under section 904(a) increased by $35 (assuming a mar
ginal tax rate o f 35 percent). Therefore, the entire deemed-paid credit under
section 960(a) was allowed as a credit in 1995. A m erico’s excess lim itation
account would be credited with $5, the excess o f the increase in the foreign
tax credit lim itation under section 904(a) over the foreign income taxes
allowable as a credit.
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In 1996, A m erico included in its gross income $80 o f subpart F dividend
from Belco in addition to a gross-up of $20 under section 78 for deemed for
eign taxes paid under section 960(a). A ll o f the inclusion was categorized as
general lim itation income for foreign tax credit purposes. A s a result o f this
income inclusion, A m erico’s foreign tax credit lim itation under section
904(a) increased by $35. T h e entire deemed-paid credit under section
960(a) was allowed as a credit in 1996. A m erico’s excess lim itation account
would be increased by $15, the excess o f the increase in the foreign tax
credit lim itation under section 904(a) over the foreign income taxes allow
able as a credit. T h e account balance at the end o f 1996 would be $20.
In 1997, Belco distributed $100 o f previously taxed income to Am erico,
which A m erico excluded from gross income under section 9 59(a). A with
holding tax o f $10 was imposed on the distribution by the foreign
government. Under section 960(b), A m erico can increase its foreign tax
credit lim itation for 1997 by the lesser o f (1) the foreign withholding tax
($10) or (2) the balance in the excess lim itation account ($20). T h e $10
increase in the foreign tax credit lim itation reduces the balance in the excess
lim itation account to $10 ($20 -$ 1 0 ).

For distributions from years beginning prior to October 1, 1993, an
excess limitation account must be kept for each category of income
deemed distributed from each CFC for each taxable year the taxpayer
reports a subpart F income distribution under section 951(a).
Deficits in Earnings and Profits and Deemed Distributions

The calculation of the deemed-paid credit under section 960 becomes
even more complicated when there are deficits in either the CFC’s post1986 earnings and profits or pre-1987 earnings and profits. Prior to the
passage of the Tax Reform Act of 1986, the calculation of earnings and
profits for purposes of the section 960 credit differed from the correspond
ing calculation for section 902 purposes. (Treas. Reg. Secs. 1.964-1(a)-(e)
applied to section 960, whereas Treas. Reg. Sec. 1.902-1(g) and Treas.
Reg. Secs. 1.964-1(a)-(c) applied to section 902.) As a result, a foreign
corporation might have a different earnings and profits account for
section 902 distributions and section 960 deemed distributions. The pri
mary difference was due to the calculation of foreign currency exchange
gains and losses for purposes of section 960 earnings and profits.
This difference in the calculation of earnings and profits for purposes
of sections 902 and 960 was eliminated in the Tax Reform Act of 1986.
However, in situations in which there is a deficit in pre-1987 earnings and
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profits or post-1986 earnings and profits, the differences in calculations of
earnings and profits must be respected. The treatment of deficits in pre1987 or post-1986 earnings and profits for distributions subject to section
902 was addressed in Notice 87-54 and was discussed previously in this
chapter. The treatment of deficits in pre-1987 or post-1986 earnings and
profits for deemed distributions subject to section 960 is addressed
in Notice 88-70.53 The procedures for handling deficits in earnings and
profits under section 960 are similar to the section 902 procedures, with
certain exceptions. A deficit in earnings and profits computed under sec
tion 964(a) is translated into the functional currency of the foreign
corporation at the spot rate on the first day of the first taxable year begin
ning after December 31, 1986. If there is a difference between the foreign
corporation’s earnings and profits under section 902 and earnings and
profits under section 964, then the foreign corporation must maintain
separate accounts for each. For purposes of computing the denominator
of the deemed-paid credit calculation (that is, undistributed post-1986
earnings), the foreign corporation may only carry forward a deficit in
pre-1987 section 902 earnings and profits.
If there exists a deficit in post-1986 undistributed earnings, the for
eign corporation carries back the “eligible deficit” to pre-1987 years. The
eligible deficit is the deficit in post-1986 undistributed earnings less any
accumulated pre-1987 deficit under section 902 that was carried forward
and included in post-1986 undistributed earnings.

Miscellaneous Provisions
Consolidated Returns

The regulations for foreign tax credits do not provide special rules regarding
affiliated corporations filing consolidated tax returns. Guidelines are pro
vided in Treas. Reg. Sec. 1.1502-4. Under these regulations, affiliated
corporations are treated as one taxpayer (1) for purposes of calculating
the amount of foreign taxes eligible for credit or deduction, (2) for elect
ing to take the foreign taxes as a credit or as a deduction, and (3) for
purposes of the excess credit, carryback, or carryover to other years.
These calculations are made using consolidated figures.

53Notice 88-70, 1988-2 C.B. 369. See also Treas. Reg. Sec. 1.985-6(d)(2).
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Allocations of deductions under Treas. Reg. Sec. 1.861-8 for purposes
of calculating foreign-source taxable income are made on a consolidated
basis using the rules of section 864(e). In addition, the parent corpora
tion makes all foreign tax credit elections for the entire group, and the
elections are binding on all the members of the group.
The principal advantage of filing a consolidated return for foreign
tax credit purposes is that the consolidated return will average foreign
taxes over a wider base (that is, over the income of all members of the
group). This increases the likelihood that, if one company is in an excess
credit position, the excess credit may be partially or fully offset against
another company with excess foreign tax credit capacity.
E xam ple 7 .3 3 . Parent Corp. and its wholly owned dom estic subsidiary Subco

report the following tax results on a separate return basis:

Foreign income
Foreign taxes
U .S . tax
Credit limitation:
$100/$100 X 34
$100/$100 X 34
Credit allowed

Parent Corp.

Subco

$100
20
34

$100
40
34

34
—

20

—

34
34

O n a separate return basis, Parent Corp. has an excess lim itation o f $14 and
Subco has an excess credit o f $6. W ith separate returns these cannot be
offset. If a consolidated return is filed, the foreign tax credit lim itation
becomes $64 ($200/$200 X $64) and total foreign taxes for the group are
$60. O n a consolidated basis, the entire amount o f foreign taxes is creditable
in the current year. T h e foreign taxes are in effect averaged between the
two corporations.

The disadvantages of consolidation arise when a member of the affil
iated group incurs foreign losses. Foreign tax credit limitations from filing
a consolidated return can be reduced in this case.
Under proposed regulations issued in May 1994 (Prop. Treas. Reg.
Sec. 1.904(i)), members of an “expanded” affiliated group are treated as
members of the same consolidated group for purposes of computing the
foreign tax credit limitation. This provision was enacted in response to
deconsolidation techniques used by consolidated groups to avoid the
imposition of the foreign tax credit limitation (such as the interest allo
cation rules of section 864(e)).
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Alternative Minimum Tax and the Foreign Tax Credit

The foreign tax credit is available to reduce the alternative minimum tax
(AMT) imposed under section 55 (section 59(a)(1)). The AMT foreign
tax credit and its limitation are calculated in a manner similar to the
regular income tax foreign tax credit, with several modifications. In par
ticular, in computing the foreign tax credit limitation for each category
of foreign-source income, the numerator of the limitation fraction is
foreign-source alternative minimum taxable income for each income
category and the denominator is total alternative minimum taxable
income (section 59(a)(1)(B)). The categories of foreign-source income
are the same as for the regular income tax except that the determination
of whether passive income is high-taxed income uses the highest AMT
rate rather than the highest marginal income tax rate (20 percent
for corporations and 28 percent for individuals). The items included
in alternative minimum taxable income under section 56(g) (adjusted
current earnings) must be sourced into their respective foreign tax credit
limitation categories (Treas. Reg. Sec. 1.904-4(k)).
The AMT foreign tax credit limitation ratios are applied to the
tentative minimum tax (section 59(a)(1)(A)). In addition, the total AMT
foreign tax credit generally cannot exceed 90 percent of the tentative
minimum tax computed without any AMT net operating loss deduction
(section 59(a)(2)(A)). Domestic corporations are excluded from this 90percent limitation if they meet certain requirements listed in section
59(a)(2)(C). These requirements include being owned more than 50 per
cent by United States persons who are not members of an affiliated group,
conducting all of their activities in one foreign country with which the
United States has a treaty or information exchange agreement, and distrib
uting all current earnings and profits annually, other than earnings and
profits retained for “normal maintenance or capital replacements or
improvements of an existing business.” This 90-percent limitation reflects
Congress’s intention in enacting the AMT that all taxpayers with eco
nomic income should pay some amount of tax to the United States. The
Tax Court has held that this provision overrides treaties predating its enact
ment.54 Excess AMT foreign tax credits are subject to the carryback and
carryforward provisions of section 904(c).
54Lindsey, 98 T.C. 672 (1992). The taxpayer unsuccessfully argued that the 90-percent
limitation violated the prohibition against double taxation in the U.S.-Sw iss
Confederation Income Tax Treaty.
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Statute of Limitations for Treatment of Foreign Taxes

The amount of foreign taxes credited in a particular taxable year may
subsequently turn out to be incorrect in a later year. This difference may
occur if (1) the taxes accrued in an earlier year differ from the amount
actually paid in a later year (the liability was incorrectly estimated),
(2) the taxes paid in the later year are later determined to be too much
or too little, (3) the foreign government assesses more taxes retroactively,
(4) a contested tax liability is settled with a foreign government, or
(5) some refund is made by the foreign government.
If foreign taxes claimed in one year subsequently increase (for exam
ple, due to an audit adjustment), a U.S. taxpayer has ten years from the
due date of the original return to file an amended return and claim any
additional U.S. tax refund (section 6511(d)(3)(A)). The Claims Court
has held that the ten-year period begins with the due date of the taxable
year to which the excess foreign tax is carried and provides a tax benefit.55
Section 905(c) states that when accrued taxes differ from the
amounts claimed as credits or if any tax paid is refunded in whole or in
part, the commissioner of internal revenue must be notified of the
amount of change. The commissioner will then redetermine the amount
of tax due for the year or years affected. The statute of limitations does
not begin until such a notice is given.56
Section 905(c) also provides that no interest will be assessed or
collected on any amount of tax due on the redetermination resulting
from a refund to the taxpayer, for any period before the receipt of such
refund, except to the extent interest was paid by the foreign country on
the refund.
Section 6689 provides that a taxpayer who fails to notify the
Secretary of a foreign tax redetermination is subject to a civil penalty
unless it is shown that such failure is due to reasonable cause and not due
to willful neglect. The penalty is 5 percent of the deficiency if the failure
is for not more than one month, with an additional 5 percent of the defi
ciency for each month the failure continues. The maximum penalty
amount is 25 percent of the deficiency.

55Ampex Corporation v. United States, 620 F.2d 853 (Ct. Cl. 1980).
56Rev. Rul. 71-454,1971-2 C.B. 294.
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Rules for Controlled
Foreign Corporations
Foreign corporations are the predominant vehicles through which U.S.
multinational corporations conduct their international operations.1 As
defined in section 7701(a)(5), a foreign corporation is any corporation
formed outside the United States. The primary tax advantage of operat
ing abroad through a foreign corporation is that the foreign-source
income earned by the corporation is generally not taxed by the United
States until the income is distributed to the U.S. shareholders. This
deferral of U.S. taxation has been allowed from a policy standpoint on
the grounds that it encourages investment in foreign countries so that
U.S.-owned businesses are able to compete in foreign markets.

1The Statistics of Income branch of the IRS reported that for 1988, the most current year
for which data are available, more than 1,150 U.S. corporations with $250 million or
more in total assets controlled over 39,000 foreign corporations. See Sarah E. Nutter,
“Statistics of Income Studies of International Income and Taxes,” Statistics of Income
Bulletin (Winter 1993-1994): 29.
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In 1961 President John F. Kennedy delivered a tax message to
Congress in which he asked, in part, that the tax-deferral benefit for all
U.S.-owned firms operating through foreign subsidiaries be entirely elim
inated. This request represented a major shift in U.S. tax policy and was
prompted by a need to raise revenues, to offset a deteriorating balanceof-payments situation, and to achieve equity in the tax treatment of
domestic companies and foreign subsidiaries.
Strong opposition to this proposal was expressed by the business
community. After extensive congressional hearings and considerable
negotiation and compromise, the proposal was modified and adopted by
Congress in the Revenue Act of 1962 to tax only certain types of income
and investments of U.S.-controlled foreign corporations. The result was
subpart F of chapter N of the Internal Revenue Code (sections 951-964),
which contains some of the most complex sections of the Code. The
objective of subpart F is to tax U.S. shareholders currently on their pro
rata share of selective types of income earned by the foreign corporation,
principally passive income and income earned in tax haven countries.
The 1962 legislation provided several exceptions to the subpart F
rules. In 1986 Congress perceived that these exceptions were excessively
broad and allowed U.S. taxpayers to defer U.S. taxation on foreign
income that was portable, passive in nature, and subject to low foreign
tax rates. In the Tax Reform Act of 1986, Congress moved to strengthen
the subpart F provisions by (1) expanding the definition of a U.S.-controlled foreign corporation, (2) increasing the categories of income that
are taxed currently, (3) decreasing the thresholds at which subpart F
becomes operative, and (4) restricting the use of deficits in earnings and
profits to offset subpart F income. In the 1993 Tax Act, Congress further
reduced the opportunities for deferring U.S. tax on foreign income by
enacting section 956A, which treats the investment by a U.S.-controlled
foreign corporation of active business earnings in “excess passive assets”
as a constructive dividend to the corporation’s U.S. shareholders.
The subpart F rules become operative where a controlled foreign cor
poration (CFC) exists. Subpart F requires that U.S. shareholders who are
“shareholders” (as defined in section 951(b) and discussed below) of the
CFC on the last day of the CFC’s taxable year include in their income, as
a dividend, their pro rata share of certain types of income earned by the
CFC (subpart F income), investments made by the CFC in U.S. property
or excess passive assets, and certain previously excluded income. In so
requiring, subpart F eliminates the tax-deferral benefits otherwise
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enjoyed by the CFC’s U.S. shareholders on foreign-source income that is
not repatriated. The CFC itself is not subject to U.S. taxation except on
income earned in the United States or effectively connected with the
operation of a U.S. trade or business.
U.S. shareholders of a CFC may also be subject to the foreign per
sonal holding company rules (sections 551-558) and the passive foreign
investment company rules (sections 1291-1297). These rules are dis
cussed in chapters 9 and 10, respectively.
A C FC triggers several possible tax disadvantages, some of which are
not limited to subpart F:
1.
2.
3.

Loss of tax deferral on subpart F income
Loss of tax deferral on earnings and profits invested in U.S. property
and excess passive assets (regardless of how earned)
Characterization of certain gains on the sale or redemption of stock
or gains on liquidation of a C FC as ordinary income rather than as
capital gain (section 1248)

A C FC may also provide tax advantages, especially when a corporate
shareholder has excess foreign tax credits. Generating foreign-source
income that is taxed at an effective rate lower than the U.S. rate may
permit use of foreign tax credits that might otherwise be lost.
This chapter discusses (1) the criteria that determine when a foreign
corporation is a CFC , (2) the criteria that determine if and when U.S.
shareholders of a CFC are subject to the provisions of subpart F, (3) the
various types of income that may be currently includable in taxable
income, including subpart F income, and (4) some of the more important
exceptions, exclusions, and limitations that apply to subpart F and other
types of currently includable income.
A summary of the amounts that must be included in the gross
income of U.S. shareholders under section 951 is shown in figure 8.1.

Definition of a Controlled Foreign Corporation
A controlled foreign corporation is any foreign corporation in which
U.S. shareholders own more than 50 percent of the total combined voting
power of all classes of stock entitled to vote or the total value of the
stock of such corporation (section 957(a)). An analysis of this definition
follows.
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Foreign Corporation

A foreign corporation is any corporation created or organized outside the
United States (Treas. Reg. Sec. 301.7701-5). The term corporation is not
limited to the legal corporate entity; it also includes associations, jointstock companies, insurance companies (section 7701(a)(3)), and trusts
treated as associations because of their nature or activities (Treas. Reg. Sec.
301.7701-1(c)). Characteristics that determine corporate status for income
tax purposes are discussed in detail in Treas. Reg. Sec. 301.7701-2 and
include such criteria as (1) associates, (2) an objective to carry on business
and divide the gains, (3) continuity of life, (4) centralization of manage
ment, (5) liability for debts limited to corporate property, and (6) free
transferability of interests. An association will be deemed to be a corpora
tion for federal income tax purposes if it has more corporate characteristics
than partnership characteristics, after disregarding those characteristics
common to both entities (that is, associates and a profit objective).2
Some foreign entities that appear to be limited partnerships may be
considered corporations. Examples are the limited liability company of
France (SARL) and the limited liability company of South America
(Limitada). Other limited liability companies, such as the German
Gesellschaft mit beschrankter Haftung (GmbH) can be classified as
either a partnership or an association depending on its memorandum of
association.3 Rev. Proc. 95-104 specifies the conditions under which the
Internal Revenue Service will consider a ruling request that relates to
the classification of a foreign limited liability company as a partnership
for U.S. tax purposes. Foreign distributorships formed as partnerships
may also be treated as foreign corporations for subpart F purposes.5
Ownership Tests

For a foreign corporation to be a CFC, U.S. shareholders must own more
than 50 percent of the combined voting power of all classes of stock

2For an example of this process, see Rev. Rul. 88-8, 1988-1 C.B. 403.
3Rev. Rul. 9-4, 1993-1 C.B. 225. See also LTR 9341018 (July 16,1993) in which the IRS
held a GmbH to be a partnership because it lacked continuity of life and free transferability of interests.
41995-3 I.R.B. 20.
5MCA, Inc. v. U n ite d S ta te s , 6 8 5 F.2d 1099 (CA-9, 1982), r e v ’g 5 0 2 F. Supp. 838 (C.D.
Cal. 1980).
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entitled to vote or the total value of the stock of such corporation on any
day during the CFC’s tax year (section 957(a)). For purposes of subpart F,
a U .S. shareholder is any U.S. person who owns or is deemed to own
10 percent or more of all classes of stock entitled to vote (section
951(b)). Note that the value-of-stock test is applied only to determine if
a foreign corporation is a CFC. This provision was added in the Tax
Reform Act of 1986 to combat situations in which U.S. shareholders
effectively avoided the subpart F rules by sharing voting stock evenly
with non-U.S. persons (primarily foreign banks) while retaining the
majority of the value of the foreign corporation through ownership of
nonvoting preferred stock or other securities. The retention of a votingpower test only for defining who is a U.S. shareholder reflects Congress’s
feeling that only shareholders who can influence dividend policy should
be subject to the nondeferral rules.
U.S. Person. The term U .S. person means a citizen or resident of the
United States, a domestic partnership, a domestic corporation, or any
nonforeign estate or trust (section 7701(a)(30)), but excluding certain
residents of U.S. possessions (section 957(c)).
Constructive Ownership. The constructive ownership rules of section

958(b) are used in the calculation of both the 50-percent test for deter
mining CFC status and the 10-percent test for determining who is a U.S.
shareholder. These constructive ownership rules are a modification of the
attribution rules found in section 318.
In the case of attribution from members of a family, an individual is
considered to own the stock owned directly or indirectly by or for his or
her spouse, children, grandchildren, and parents (Treas. Reg. Sec. 1.9582(b)). An adopted child is treated as a child by blood. Relatives such as
brothers and sisters, aunts and uncles, and nieces and nephews are not
included in these rules. Section 958 modifies the section 318 family attri
bution rules by excluding stock owned by a family member who is a
nonresident alien (Treas. Reg. Sec. 1.958-2(b)(3)).
Stock owned directly or indirectly by or for a partnership, estate, or
trust is considered to be owned proportionally by the partners or benefi
ciaries. Thus, an individual with a 20-percent interest in a partnership is
deemed to own 20 percent of any stock owned by the partnership. Stock
owned directly or indirectly by or for a trust is considered owned by its ben
eficiaries in proportion to the actuarial interest of the beneficiaries in the
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trust. Stock owned by a grantor trust is considered owned by the grantor or
others treated as substantial owners (Treas. Reg. Sec. 1.958-2(c)(1)(ii)).
A shareholder is deemed to own a pro rata share of any stock owned
by a corporation, but only if the shareholder owns directly or indirectly
10 percent or more of the total value of the corporation’s stock (section
958(b)(3)). The proportion of stock deemed owned by the shareholder is
the ratio that his or her shares bear to the total value of all shares of
stock in the domestic corporation (Treas. Reg. Sec. 1.958-2(c)(1)(iii)).
A partnership or estate is deemed to own all of the stock owned
directly or indirectly by its partners or beneficiaries (Treas. Reg. Sec.
1.958-2(d)(1)(i)). A trust is considered to own all of the stock owned by
beneficiaries who have more than a 5-percent actuarial interest in the
trust (Treas. Reg. Sec. 1.958-2(d)(1)(ii)(a)). Stock owned by an individ
ual considered an owner under the grantor trust rules is considered
owned by the trust (Treas. Reg. Sec. 1.958-2(d)(l)(ii)(b)). A corpora
tion is treated as owning all of the stock owned directly or indirectly by
any shareholder who owns, directly or indirectly, 50 percent or more in
value of the corporation’s stock (Treas. Reg. Sec. 1.958-2(d)(1)(iii)).
Attribution from an individual to an entity does not apply if the attribu
tion would cause a U.S. person to be deemed to own stock of a non-U.S.
person (section 958(b)(4) and Treas. Reg. Sec. 1.958-2(d)(2)).
If a partnership, estate, trust, or corporation owns, directly or indi
rectly, more than 50 percent of the total combined voting power of all
classes of stock entitled to vote, such entity is considered to own 100 per
cent of the stock entitled to vote (section 958(b)(2)).
E xam ple 8 .1 . A lpha, a dom estic corporation, owns 60 percent o f Beta Ltd., a
foreign corporation. For purposes o f the constructive ownership rules o f sec
tion 958 (b )(2 ), A lph a is deemed to own 100 percent o f Beta Ltd. Beta Ltd.
meets the definition o f a C F C . If Beta Ltd. owns 60 percent o f D elta Ltd., a
foreign corporation, A lph a is also deemed to own 100 percent o f D elta Ltd.
T his results because A lph a is first treated as owning 100 percent o f Beta Ltd.
U sing the rules o f Treas. Reg. Sec. 1.958-2(d )(1)(iii), A lph a is deemed to
own all o f Beta Ltd.’s stock in D elta Ltd. A lp h a’s indirect ownership o f 60
percent of Delta Ltd. is increased to 100 percent under section 9 5 8 (b )(2 ).
D elta Ltd. is also considered a C F C . If Beta Ltd. and D elta Ltd. were dom es
tic corporations, A lph a would be considered to own 60 percent o f Beta Ltd.
and 36 percent (60% X 60% ) o f D elta Ltd. (section 3 1 8 (a )(2 )(C )).

Finally, any person with an option to purchase stock is considered as
owning such stock (Treas. Reg. Sec. 1.958-2(e)). This provision can
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unexpectedly result in CFC status, or U.S. shareholder status, for foreign
joint ventures (for example, a buy-out option included in a shareholder
agreement).
The 10-Percent Test. The stock ownership tests for determining CFC sta

tus include only stock owned directly, indirectly, or constructively by
U.S. shareholders. U.S. shareholder is a term of art used in subpart F and
is limited to those U.S. persons who own 10 percent or more of the total
combined voting power of all classes of stock entitled to vote in the for
eign corporation. For purposes of determining whether the 10-percent
test is met, the direct and indirect ownership rules of section 958(a) and
the constructive ownership rules of section 958(b) are used. A U.S. per
son is considered to be a U.S. shareholder if he or she meets the
ownership requirement at any time during the tax year.
Voting power is defined as the ability to elect members of the board
of directors (Treas. Reg. Sec. 1.957-1(b)). If only one class of voting
stock is outstanding, each shareholder’s voting power percentage is cal
culated by dividing the number of shares owned directly, indirectly, or
constructively by the total number of outstanding voting shares.
If more than one class of stock is outstanding, a U.S. person who can
elect or appoint 10 percent or more of the board of directors is consid
ered a U.S. shareholder (Treas. Reg. Sec. 1.951-1(g)(2)). The percentage
of total combined voting power owned by a U.S. person is computed by
multiplying the total percentage of the board of directors that each class
of stock can elect or appoint by the percentage of each class of stock the
U.S. person owns, and then adding the individual percentages.
E xam ple 8 .2 . Foreign corporation A lph a has two classes of stock outstand

ing, consisting o f 1,000 shares o f class A stock and 1,000 shares o f class B
stock. C lass A shareholders are entitled to elect eight o f the ten corporate
directors, and the owners o f class B stock are entitled to elect the other two
directors. Peter Zein, a U .S . citizen, owns 200 shares of class A stock and 100
shares o f class B stock. Peter’s combined voting power is computed by multi
plying the percentage o f the board o f directors that owners o f each class of
stock are entitled to elect times the percentage o f stock he owns in each class
o f stock. Peter owns 20 percent of the class A stock (200/1,000), which as a
class can elect 80 percent o f the board o f directors. His class A voting per
centage is 16 percent (20% X 80% ). Peter owns 10 percent o f the class B
stock (100/1,000), which as a class can elect 20 percent o f the board o f direc
tors. H is class B voting percentage is 2 percent (10% X 20% ). Peter’s
combined voting percentage is 18 percent, making him a U .S . shareholder.
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In addition, a U.S. person is deemed to meet the 10-percent test if
he or she owns directly, indirectly, or constructively 20 percent or more
of the total number of shares of a class of stock that possesses one or more
of the following powers: (1) the power to elect a majority of any body
that controls the foreign corporation in lieu of the directors; (2) the
power to cast a deciding vote in the event of a deadlock of the regular
governing body; or (3) the power to appoint a person who exercises the
powers ordinarily exercised by a board of directors (Treas. Reg. Secs.
1.951-1(g)(2) and 1.957-1(b)(1)).
The 50-Percent Test. For a foreign corporation to be a CFC, U.S. share

holders must collectively own more than 50 percent of its total
combined voting power or total value of its stock on any day during the
corporation’s taxable year. Inasmuch as only those U.S. persons who own
10 percent or more of the voting power of a foreign corporation are
included in the 50-percent test, a foreign corporation can be 100-percent
owned by unrelated U.S. persons and not be a CFC because no one U.S.
person owns 10 percent of the corporation.
Control of a foreign corporation will be deemed to exist in cases in
which the mechanical 50-percent requirement is not met but in which
U.S. shareholders have (1) the power to elect, appoint, or replace a
majority of that body of persons exercising the powers ordinarily exer
cised by the board of directors of a domestic corporation; (2) the power
to elect one-half of the governing body and to cast a deciding vote in the
event of a deadlock of the regular governing bodies; or (3) the power to
elect, appoint, or replace a person who exercises the powers ordinarily
exercised by a board of directors (Treas. Reg. Sec. 1.957-1(b)(l)).
Any arrangement to shift voting power away from U.S. shareholders
will not be given effect if, in reality, voting power is retained. Furthermore,
any agreement, whether expressed or implied, to vote stock in a specified
manner or not to vote at all or any facts indicating that the votes are not
independent will be considered in determining whether or not control
by U.S. shareholders does exist (Treas. Reg. Sec. 1.957-1(b)(2)).
Consideration will be given to all the facts and circumstances in each
case (Treas. Reg. Sec. 1.951-1 (g)(2)). In summary, the test for control is
based more on the reality of voting power than on the mechanical tests
of stock ownership. It is interesting to note that in the House version of
the Tax Reform Act of 1986, the more-than-50-percent test would have
been replaced by a 50-percent-or-more test. Congress did not make this
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change because, in part, it felt the IRS could use the “effective control
test” in Treas. Reg. Sec. 1.957-1(b) in situations in which the circum
stances were appropriate.
It may be unwise to consider relinquishing voting control to avoid
being classified as a CFC for tax-planning purposes. An optimal solution,
although difficult to achieve, would be to acquire effective control in
some way but also avoid statutory control. There are a few suggested
methods for gaining effective control while avoiding statutory control.
Effective control by dispersion of ownership is one method. A foreign
corporation could be organized with the majority U.S. taxpayer owning
less than 50 percent of the voting stock. The remaining stock could be
owned by unrelated U.S. persons (to avoid the attribution rules of sec
tion 958), none of whom owns 10 percent of the stock (to avoid the U.S.
shareholder 10-percent test). Instead of ownership by U.S. persons, the
stock could also be owned by foreign persons in order to avoid the 10percent U.S. shareholder test.
Expansion overseas on a joint ownership basis with foreign persons is
another method, although the U.S. shareholders must be careful to relin
quish voting control. To date, there have been five court cases in which
taxpayers attempted to use voting preferred stock as a decontrol device.6
Common stock was issued to the U.S. shareholders and voting preferred
stock to the non-U.S. shareholders. In each of the five cases, the pre
ferred stock had voting power of at least 50 percent. (In Koehring v.
United States, the voting power was 55 percent.) In four of the five cases
the foreign corporation was deemed a CFC based “on all the facts and
circumstances of each case,” because in reality voting power remained
with the common shareholders. In CCA Inc., the Tax Court found that
there was an actual divestiture of control. U.S. shareholders must now
also consider the value test in any plan to avoid CFC status.
Another way to decontrol a CFC might be through a dividend or
spin-off of the CFC stock to the shareholders of the domestic corpora
tion. If the domestic corporation has dispersion of ownership such that
the 50-percent and 10-percent ownership requirements are not met, the

6G a r b c k , In c . v. C o m m ., 489 F.2d 197 (CA-2, 1974), a f f 'g 5 8 T . C . 423,
U.S. 911; H a n s P. K r a u s v. C o m m ., 490 F.2d 898 (CA-2, 1974), a f f'g 5 6

cert. d en ied, 417
T.C. 681; E sta te
o f E d w in C . W eisko pf, 64 T.C. 78 (1975), a f f 'd w ith out opin ion , 76-1 U.S.T.C. (CCH)
para. 9387 (CA-2, 1976); K o e h rin g C o . v. U n ite d S ta te s, 583 F.2d 313 (CA-7, 1978);
CCA, I n c ., 64 T.C. 137 (1975).
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foreign corporation will lose its CFC status. Prior to the Tax Reform Act
of 1984, U.S. corporate shareholders of foreign corporations used stapled,
or paired, stock as a means of accomplishing the spin-off without risking
the loss of effective management control. Under these arrangements, the
distributed shares of the foreign corporation could only be transferred
together with the stock of the U.S. parent. To combat this strategy,
Congress enacted section 269B in 1984, in which the stapled foreign
corporation is treated as a U.S. corporation. Such treatment subjects the
foreign corporation to U.S. taxation on its worldwide income. The “con
version” of the foreign corporation to a domestic corporation is treated
as a reorganization taxable under section 367.7 Even though the foreign
corporation is treated as a U.S. corporation for tax purposes, it is not
treated as a U.S. corporation for purposes of filing a consolidated tax
return (that is, losses incurred by the foreign corporation cannot be used
to offset income of the U.S. corporation).8
Use of nonvoting stock to effectively control the foreign corporation
while at the same time not violating the mechanical 50-percent test is
no longer feasible if the U.S. shareholders own more than 50 percent of
the total value of the corporation’s stock.
Indirect Ownership. In contrast to the constructive ownership rules of

section 958(b), section 958(a) attributes stock ownership to a U.S. per
son if the stock is owned directly or indirectly through a foreign entity. If
a U.S. person has ownership in a foreign corporation, foreign partner
ship, or estate, or a beneficial interest in a foreign trust that in turn owns
stock of another foreign corporation, the U.S. person is considered to
own proportionally the stock owned by the foreign entity. The rule
creates a chain of ownership through attribution, which stops with the
first U.S. person in the chain. The determination of CFC and U.S.
shareholder status is made using both the section 958(a) and section
958(b) attribution rules. The determination of the amount of subpart F
income included in a U.S. shareholder’s gross income is currently deter
mined using only the section 958(a) attribution rules.

7Rev. Rul. 89-103, 1989-2 C.B. 65.
8Notice 89-94, 1989-2 C.B. 416.
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Example 8.3. Alpha, a domestic corporation, owns 60 percent of Beta Ltd., a
foreign corporation. Beta Ltd. owns 60 percent of Delta Ltd., a foreign cor
poration. For purposes of the constructive ownership rules of section 958(b),
Alpha is deemed to own 100 percent of Beta Ltd. and 100 percent of Delta
Ltd. (see example 8.2). For purposes of section 958(a), Alpha is deemed to
own 60 percent of Beta Ltd. (direct ownership only) and 36 percent of Delta
Ltd. (60% X 60%). Beta and Delta both meet the definition of a CFC
because of the section 958(b) attribution rules. If Beta has $1,000 of subpart
F income, Alpha will be required to report $600 currently ($1,000 X 60%).
If Delta has $1,000 of subpart F income, Alpha will be required to report
$360 currently ($1,000 X 36%).
Exclusion for U.S. Possessions. A special exclusion from CFC status for a
corporation created, organized, or incorporated under the laws of the
Commonwealth of Puerto Rico or a U.S. possession was repealed in the
Tax Reform Act of 1986. The original intent of this exclusion was to
promote investments in certain businesses in these countries (for exam
ple, manufacturing, processing, fishing, mining, and hotels). Congress
felt this exemption was poorly targeted and ineffective and repealed it for
taxable years beginning after December 31, 1986.

Amounts Included in Gross Income
of U.S. Shareholders
Section 951(a) requires that U.S. shareholders of a CFC include in
gross income their pro rata share of the CFC’s (1) subpart F income,
(2) previously excluded subpart F income withdrawn from investment
in shipping operations, (3) previously excluded subpart F income with
drawn from investment in less developed countries, (4) increase in
earnings invested in U.S. property during the current year, and (5)
earnings invested in excess passive assets. Subpart F income includes
income derived from the insurance of risks located outside the country
in which the CFC is created or organized, foreign base company
income, bribe and boycott income, and income earned in designated
(section 901 (j)) foreign countries. The rules of subpart F apply only in
years in which a foreign corporation is a CFC for an uninterrupted
period of thirty days or more during its taxable year, and only to U.S.
shareholders who own stock in the CFC on the last day in the taxable
year on which the corporation is a CFC.
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Income From Insurance of Risks Located Outside the
Country in Which the CFC Is Created or Organized

U.S. tax law does not allow a deduction for reserves for self-insurance.
When premiums are paid to another company, however, the payments
can be deductible, even if that other company is an affiliate of the payor.
In the case of payments to an affiliated, or captive, insurance company,
the courts will look to whether the subsidiary faces some hazard if a loss
event occurs, whether the insurance contract involves risk shifting and
risk distribution, and whether the insurance meets “commonly accepted”
notions of insurance.9 Risk shifting involves the transfer of an identifi
able risk from the insured to the insurer. Risk distribution looks to the
insurer to determine whether the transferred risk is shifted to a broader
group of individuals. Premiums paid to wholly-owned insurance sub
sidiaries are generally deductible if the subsidiary insures a substantial
amount of risks for parties other than the U.S. parent and its affiliates.
Prior to the enactment of subpart F in the Revenue Act of 1962, a
useful tax device was to establish a foreign insurance company for the
purpose of insuring one’s own U.S. risks and foreign risks. There were tax
advantages in that the U.S. company was able to deduct for U.S. tax pur
poses the insurance premiums paid to the affiliate, which in turn paid no
U.S. tax on its income. If the insurance affiliate was established in a tax
haven country, foreign taxes could be avoided or minimized as well.
Section 953, as originally enacted, curtailed the use of this practice by
requiring the U.S. shareholders of a CFC to include income earned
by the CFC from the insurance or reinsurance of U.S. risks. Congress
expanded section 953 in the Tax Reform Act of 1986 to treat as subpart
F income all income arising from the insurance of risks outside the coun
try in which the insurer is created or organized. This change was made
because Congress felt that insurance income was highly movable and in
response to aggressive promotions by tax haven countries (primarily in
the Caribbean), which encouraged U.S. companies to set up offshore
insurance companies for tax-avoidance purposes. The amount of insur-

247 (CA-6, 1989), a f f 'g , r e v ’g, and r e m ’g 8 8 T.C. 197 (1987);
AMERCO, I n c ., 979 F.2d 162 (C A -9 ,1992), a f f 'g 9 6 T . C . 18 (1991); T h e H a r p e r G r o u p ,
979 F.2d 1341 (CA-9, 1992), a f f 'g 96 T.C. 45 (1991); S e a r s , R o e b u c k & Co., 972 F.2d
858 (CA-7, 1992), a f f 'g , r e v ’g , and re m ’g 96 T.C. 61 (1991); Ocean D rillin g a n d
E x p lo ratio n C o ., 988 F.2d 1135 (CAFC, 1993), a f f 'g 24 Cl. Ct. 714 (1992); Malone &
H y d e , I n c ., 6 6 T.C.M. 1551 (1993).

9H u m a n a , I n c ., 8 8 1 F.2 d
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ance income treated as subpart F income is the amount that would have
been taxable if the CFC was a domestic corporation, subject to certain
modifications (sections 953(a) and (b)).
In addition, section 957(b) treats a foreign corporation as a CFC for
purposes of taking into account insurance income if U.S. shareholders
directly, indirectly, or constructively own more than 25 percent of the
corporation’s voting power or total value on any day of its taxable year.
This special rule applies only if more than 75 percent of the foreign cor
poration’s gross premiums are from reinsurance contracts or the issuance
of insurance or annuity policies for other than same-country risks.
Prop. Treas. Reg. Sec. 1.953-6(f)(1) states that a CFC is not
excluded from these provisions simply because it is not an insurance
company taxable under subchapter L of the Internal Revenue Code or
because its primary and predominant business activity is not the issuing
of insurance or annuity contracts or the reinsuring of risks underwritten
by insurance companies. Any CFC may be subject to section 953. Such
corporations, however, are subject to special rules in calculating their
taxable incomes (Prop. Treas. Reg. Sec. 1.953-6(f)(2)).
Insurance Income. Section 953(a) defines insurance income as it relates to
subpart F as income attributable to the issuing (or reinsuring) of any
insurance or annuity contracts in connection with property in, liability
arising out of activity in, or in connection with the lives or health of resi
dents of a country other than the country in which the CFC is created or
organized. Such income includes both premium and investment income.
Section 953(a) insurance income is bifurcated into two categories:
related person insurance income (RPII category) and not related person
insurance income (nonRPII category). Income that is derived from issuing
or reinsuring insurance or annuity contracts in the CFC’s “home coun
try” is referred to as sam e country insurance (SCI). SCI is generally not
subpart F income, but may be foreign personal holding company income
under sections 954(a)(1) and (c).
Complex and controversial proposed regulations dealing with subpart
F insurance income were issued under Prop. Treas. Reg. Sec. 1.953 in
1991. Under Prop. Treas. Reg. Sec. 1.953-1(b), the following procedures
must be used to determine if a CFC has section 953 insurance income:

1.

Determine if the insurance income is section 953 insurance income
or SCI income by determining the location of the risks under con
tract;
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2.
3.
4.

2 71

Determine whether the premiums that are section 953 insurance are
RPII or nonRPII;
Allocate and apportion investment income to the RPII, nonRPII,
and SCI categories; and
Allocate and apportion deductions to the RPII, nonRPII, and SCI
categories (both premiums and investment income).

Location of Property Risks. Prop. Treas. Reg. Sec. 1.953-2(e)(1) states

the general rule that risks associated with property (tangible and intangi
ble) covered by insurance are located where the property is located
during the period or periods of coverage applicable to the taxable year.
Where property is located is a facts-and-circumstances determination.
Prop. Treas. Reg. Sec. 1.953-2(e)(2) provides specific rules for locating
certain types of property. For com m ercial transportation property (ship,
boat, railroad car, motor vehicle, aircraft), the premiums are allocated
based on where the property is located during the period of coverage. In
cases in which the property is located in and outside the home country,
the premiums are allocated based on any “reasonable” basis, such as
time or mileage. In the case of noncom m ercial tran sportation property,
the risk is considered located outside the home country if the property
is registered in a country other than the home country or if the owner
is a citizen or resident of other than the home country. Premiums
related to risks in connection with property exported by ship or aircraft
are located based on where the risks related to the transportation of
the property commence or terminate. If the risks commence when the
exported property is placed aboard the ship or aircraft, the premiums
associated with such risks are treated as located outside the home
country. A similar rule applies to premiums associated with risks in
connection with property im ported by ship or aircraft. If the insured risks
terminate when the imported property is unloaded at the home coun
try port of entry, the premiums related to such risks are treated as
located outside the home country.
Location of Risks in Connection With Liability Arising Out of Activity. An

insurance risk is treated as in connection with an “activity” if the insured
is covered against liability resulting from the actions of a person or juridi
cal entity, including actions that result in a tort, violation of contract,
violation of property rights, or any other cause of action pursuant to the
operation of law (Prop. Treas. Reg. Sec. 1.953-2(f)(1)). The general rule
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is that a risk in connection with an activity is located where the activity
that could give rise to a liability or loss is performed. Where an activity is
performed is a facts-and-circumstances determination, but factors to be
considered include the location of the assets associated with the activity,
the place where services comprising the activity are performed, the place
where activities intended to result in a sale occur, and the place where
sales actually occur.
Special rules are provided for certain types of activities (Prop. Treas.
Reg. Sec. 1.953-2(f)(3)). Premiums under an insurance contract that
insures a person who manufactures, produces, constructs, or assembles prop
erty against claims arising from the consumption or use of the property
are treated as located where the consumption or use of the property takes
place. If that place cannot be determined, the premium is treated as
located where the property is manufactured, produced, constructed, or
assembled. Premiums arising from insurance contracts related to risks
from operating transportation property (motor vehicle, ship or boat, air
craft, or railroad, or railroad car) are located based on where the property
is located. Premiums from insurance related to selling activities are treated
as located based on where the selling activity takes place (that is, where
the advertising, negotiating, and distributing takes place).
Location of Risks in Connection With Life or Health. Premiums related to

insurance issued in connection with risks related to the insured’s life or
health (including accidents) are treated as located in the country where
the person with respect to whom the risk is insured (the determining life)
is resident (Prop. Treas. Reg. Sec. 1.953-2(g)(1)). The insured’s resi
dence is presumed to be the last address given by the person to the CFC
as such person’s residence. The determination of residency is made at the
time the insurance contract is approved.
Risks Deemed to be Located Outside the Home Country. Section 953(a)( 1)(B)
covers risk-swapping arrangements in which a CFC insures same-country
risks of another corporation in return for which the other corporation
receives a substantially equal amount of premiums for insuring the CFC ’s
other-country risks. Premiums from insurance of same-country risks under
this type of “artificial arrangement” are treated as insurance income from
other-country risks and are included as subpart F insurance income.
Captive Insurance income. Section 953(c) provides that U.S. shareholders
must include in gross income their pro rata share of “related person insur
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ance income” of certain “captive insurance companies.” Related person
insurance income is defined to be any section 953(a) insurance income
(investment income or premiums) earned from the insurance or reinsur
ance of a “U.S. shareholder” of the foreign corporation or a “related
person” to such shareholder (section 953(c)(2)). For purposes of this
provision, the definition of a U.S. shareholder includes any U.S. person
who owns stock in the foreign corporation using the attribution rules of
section 958(a). In addition, the foreign corporation will be a CFC if the
U.S. shareholders (as modified) own 25 percent or more of either the
voting power or value of the foreign corporation (section 953(c)(1)(B)).
The definition of a related person to the U.S. shareholder is deter
mined using the rules of section 954(d)(3). As so defined, a related
person is an individual, corporation, partnership, trust, or estate that
controls, or is controlled by, the U.S. shareholder. Control for this pur
pose is defined to be direct or indirect ownership of more than 50
percent of the total voting power or total value of the stock of the U.S.
shareholder.
There are several exceptions to the captive insurance company rules.
The rules do not apply to any foreign corporation if at all times during its
taxable year less than 20 percent of the combined voting power and total
value is directly or indirectly owned by persons who are insured under
policies issued by the foreign corporation or who are related persons to
such persons (section 953(c)(3)(A)). The rules also do not apply if the
foreign corporation’s gross related person insurance income is less than
20 percent of its gross insurance income for the year (including excluded
same-country risk income) (section 953(c)(3)(B)).
A corporation that is a CFC solely by virtue of these captive insur
ance rules may avoid the special section 953(c) rules by electing to treat
its related person insurance income as income effectively connected with
the conduct of a U.S. trade or business subject to corporate tax under
section 882 and by waiving any treaty benefits available to such income.
Making this election will also avoid the excise tax imposed by section
4371 on insurance premiums paid to foreign insurers. The administrative
details for making this election are found in Notice 87-5010 and Notice
88-111,11 and in Prop. Treas. Reg. Sec. 1.953-7(c). Losses incurred by

101987-2 C.B. 357.
111988-2 C.B. 447.
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foreign corporations making this election are treated as dual consolidated
losses and are not deductible against the income of a U.S. corporate
shareholder’s consolidated group (section 953(d)(3)).
The captive insurance company rules apply to both stock and mutual
insurance companies (section 953(c)(4)). Although such rules have the
potential to adversely affect foreign mutual insurance companies that
insure a significant number of U.S. persons (who will also be stockhold
ers), the Joint Committee on Taxation notes in the General Explanation
of the Tax Reform Act of 1986 that these rules will not apply if the com
pany maintains a permanent establishment in the U.S. and is thus
treated as generating U.S. effectively connected income subject to tax
under section 882. Such income is precluded from the definition of sub
part F income by virtue of section 952(b).12
Congress enacted the captive insurance company provisions to limit
the ability of U.S. taxpayers to avoid the subpart F rules by forming an
off-shore insurance company and dispersing the ownership in a manner
sufficient to avoid the mechanical ownership tests (so-called dispersed
ownership captives).
Foreign Base Company Income

Foreign base company income includes foreign personal holding com
pany (FPHC) income, foreign base company sales income, foreign base
company services income, foreign base company shipping income, and
foreign base company oil-related income (section 954(a)). U.S. share
holders of a CFC that operates as a base company may be required to
recognize income from such operations.
The foreign base company rules are designed to prevent tax avoid
ance through the formation of a foreign corporation in a tax haven from
which investments, sales, services, shipping operations, or oil-related
activities in other countries are conducted.
Foreign Personal Holding Company Income. In the amazing patchwork of
tax laws that have been directed toward domestic taxpayers, some of the
most interesting and burdensome are those involving FPHC income.

12Joint Committee on Taxation, G e n e r a l E x p la n a tio n o f the
3838), 99th Cong., 2d sess., 1987 Committee Print, 981.
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There are three types of taxable entities that can generate FPHC
income: an FPHC, a C FC , and a passive foreign investment company
(PFIC). The tax treatment of FPHCs and their shareholders (sections
551-558) is discussed in chapter 9. The tax treatment of PFICs and their
shareholders (sections 1291-1297) is discussed in chapter 10. The sub
part F rules take precedence over the FPHC rules (section 951(d)) and
the PFIC rules (section 951(f)).
Prior to the enactment of the Tax Reform Act of 1986, FPHC
income for subpart F purposes was defined by reference to the FPHC
rules of section 553, with special modifications added by subpart F. This
reference approach was removed in 1986, and FPHC income for subpart
F purposes is now defined in section 954(c). The definition of FPHC
income for subpart F purposes was expanded in the Tax Reform Act of
1986 in order to impose current taxation on additional types of income
that Congress perceived to be portable and susceptible to jurisdiction
shifting in order to reduce the taxpayer’s U.S. tax liability. The types of
income added to the definition of FPHC income for subpart F purposes
include (1) net gains on sales of foreign property that does not generate
active income; (2) net income from certain commodities transactions;
(3) net foreign currency exchange rate gains; (4) certain dividends,
interest, and securities gains of banking and insurance business; and (5)
income equivalent to interest.
Although exceptions still exist for transactions between related per
sons, a look-through rule applies that takes into account the subpart F
income of the related person. Temporary and final regulations defining
FPHC income for purposes of subpart F were issued in 1988. A more
detailed discussion of the components of FPHC income follows.
Dividends, interest, royalties, rents, and annuities. Dividends, interest, royal
ties, rents, and annuities are considered FPHC income under section
954(c)(1)(A). Certain “export financing interest” derived in the con
duct of a banking business is not considered FPHC income (section
954(c)(2)(B)). The definition of export financing interest is the same as for
foreign tax credit limitation purposes (section 904(d)(2)(G)).
FPHC income does not include dividends and interest received from
a related person (as defined in section 954(d)(3)) that (1) is a corpora
tion created or organized in the same country as the CFC and (2) has a
substantial part of its trade or business assets located in that same country
(section 954(c)(3)(A)(i)). A “substantial” part means that for each, the
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average value of assets used in the related person’s trade or business
located in its country of incorporation exceeds 50 percent of the average
value of all of the related person’s assets (including assets not used in a
trade or business) (Treas. Reg. Sec. 1.954-2(b)(1)(iv)). Average value is
determined by averaging the value of assets at the close of each quarter
of the taxable year. Allocations are required when the property is located
partly in the related person’s country of incorporation during the year or,
in the case of same-country inventory, when activities connected with
the production and sale or purchase and resale take place in the country
of incorporation and other countries. For a CFC’s taxable year beginning
after September 30, 1993, the “same-country dividend rule” does not
apply to dividends that are paid out of earnings and profits that were
accumulated during periods when the recipient (CFC) did not hold the
stock directly or indirectly through a chain of one or more subsidiaries
(section 954(c)(3)(C)).
Rents and royalties may be excluded from FPHC income in two
ways. FPHC income does not include rents or royalties derived in the
active conduct of a trade or business and received from a person who is
not a related person. Whether rents and royalties are derived in the
active conduct of a trade or business is a facts-and-circumstances deter
mination that is not in and of itself related to the frequency with which
the foreign corporation engages in the activity (Treas. Reg. Sec. 1.9542(b)(6)). However, rents derived by the CFC from leasing certain kinds
of property are considered to be derived in the active conduct of a trade
or business. Such property includes (1) property that the CFC has manu
factured, produced, or acquired and added substantial value to (but only
if the CFC is regularly engaged in such activities), (2) real property with
respect to which the CFC regularly performs active and substantial man
agement and operational functions during the lease period, (3) personal
property that is ordinarily used by the CFC in the active conduct of a
trade or business but is leased during a period in which the property
would be idle, and (4) property that is leased as a result of the marketing
functions of the CFC (Treas. Reg. Sec. 1.954-2(c)). Royalties are consid
ered to be derived in the active conduct of a trade or business if the CFC
licenses property that the CFC developed, created, produced, or acquired
and added substantial value to (provided the CFC is regularly engaged in
this activity) and property that is licensed as a result of the performance
of marketing functions of the CFC (Treas. Reg. Sec. 1.954-2(d)).
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Example 8.4. Beta Ltd., a controlled foreign corporation, is regularly engaged
in the production o f office m achines, which it sells or leases to others and
services. T h e rental income from the leases is derived from the active con 
duct o f a trade or business and is not FP H C incom e.13

Example 8.5. Delta Ltd., a controlled foreign corporation, owns a complex of
apartment buildings that it acquired by purchase. Delta Ltd. engages a real
estate management firm to lease the apartments, manage the buildings, and
pay over the net rents to Delta Ltd. T h e rental income from such leases is not
derived in the active conduct of a trade or business and is FP H C incom e.14

Rents or royalties received from a corporation that is a related person
for the use of, or privilege of using, property within the country in which
the CFC is created or organized are also not FPHC income (section
954(c)(3)(A)(ii)).
Interest income that is exempt from U.S. taxation under section 103
is included in FPHC income. Under proposed regulations (Prop. Treas.
Reg. Sec. 1.954-2(b)(3)) such interest would be included in a U.S.
shareholder’s gross income upon a deemed distribution under subpart F.
The exclusion for interest, rents, and royalties received from samecountry related persons does not apply if the payment reduces the payor’s
subpart F income (section 954(c)(3)(B)). This provision applies when
the payment is allocated under Treas. Reg. Sec. 1.954-(a)(1) and (c) to
adjusted gross foreign base company income, adjusted gross insurance
income, or any other subpart F income. (Treas. Reg. Sec. 1.9542(b)(4)(ii)(B)).
Finally, payments of interest, rents, or royalties by a partnership with
one or more corporate partners may be treated as having been made by
the corporations themselves for purposes of the related person exemption
rule (section 954(c)(3)(A)).
Certain Property Transactions. Under prior law, FPHC income included the
excess of gains over losses from a CFC’s sales of stocks and securities,
unless the CFC was a regular dealer. Dispositions of other investment
property did not generate FPHC income. Congress believed that this
exception was inconsistent and moved to correct it in the Tax Reform

13Treas. Reg. Sec. 1.954-2(c)(3), example (1).
14Treas. Reg. Sec. 1.954-2(c)(3), example (3).
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Act of 1986. For taxable years beginning after December 31, 1986, net
gains on the sale of all noninventory property that gives rise to passive
income or that is non-income-producing will be considered FPHC
income (section 954(c)(1)(B)).
The types of income contemplated by section 954(c)(1)(B) are divi
dends, interest, rents and royalties other than from an active business,
rents and royalties from a nonrelated person, and annuities. In the
General Explanation of the Tax Reform Act of 1986, the Joint Committee
on Taxation gives as an example a sale of diamonds held for invest
ment.15 Gains from the sale of a patent that produced royalties from use
by a nonrelated person would not generate FPHC income, but gain from
the sale of a patent licensed to a related person would generate FPHC
income.
Regular dealers of property that would otherwise give rise to FPHC
income are exempt from these rules. Gains from the sale or exchange of
inventory are not subject to these rules, nor are gains on the sale of prop
erty used by the seller in an active trade or business at the time of sale.
Property converted to such use just prior to sale may still be considered
as generating FPHC income when sold. Gains from the disposition of
dual-character property must be bifurcated between FPHC income and
non-FPHC income based on a method that most reasonably reflects the
relative users of the property (for example, the physical division of the
property). If a CFC owns a building and if the CFC uses 60 percent of
the building in its business and rents the other 40 percent, then 40 per
cent of the gain on the sale of the building should be treated as FPHC
income (Treas. Reg. Sec. 1.954-2(e)(l)(iv)).
Commodities Transactions. Net gains (but not losses) from commodity
transactions are treated as FPHC income (section 954(c)(1)(C)). For
purposes of this provision, a commodity includes tangible personal prop
erty of a kind that is actively traded or with respect to which contractual
interests are actively traded (Treas. Reg. Sec. 1.954-2(f)(2)(i)).
Nonfunctional currency is a commodity if it is actively traded or if con
tractual interests in the currency are actively traded. The term commodity
transaction is defined in Treas. Reg. Sec. 1.954-2(f)(2)(ii) and includes a
futures or forward contract in a commodity.

15Joint Committee on Taxation,

G e n e r a l E x p la n a tio n o f the T a x R e fo rm A c t o f 1 9 8 6 ,

974.
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Gains and losses from “active qualified sales” and “qualified hedging
transactions” are excluded from the definition of FPHC income. An active
qualified sale means the sale of commodities in the active conduct of a com
modity business as a producer, processor, merchant, or handler of
commodities if substantially all of the CFC’s business is as an active pro
ducer, processor, merchant, or handler of commodities (Treas. Reg. Sec.
1.954-2(f)(2)(iii)(A)). This exception is not intended to apply to CFCs
that are engaged primarily in such financial transactions as the trading of
futures. A CFC is considered to be engaged in the active conduct of a com
modities business if it holds the commodities as inventory and if it incurs
substantial expenses from (1) engaging in the production of commodities
(for example, planting or harvesting crops, raising or slaughtering live
stock, or extracting minerals), (2) the processing of commodities prior to
sale (for example, concentrating, refining, mixing, crushing, aerating, or
milling), or (3) the moving, handling, and storage of commodities (for
example, preparing contracts and invoices; arranging freight, insurance, or
credit; arranging storage or warehousing; owning warehouse or storage
facilities; or arranging vessels or vehicles for transportation). (Treas. Reg.
Sec. 1.954-2(f)(2)(iii)(B)).
A qualified hedging transaction means a bona fide hedging transaction
that is (1) reasonably necessary to the conduct of any business by a pro
ducer, processor, merchant, or handler of a commodity in the manner in
which such business is customarily and usually conducted by others; (2)
entered into to reduce the risk of price change (but not the risk of cur
rency fluctuations); and (3) clearly identified on the CFC’s records before
the close of the fifth day after the day during which the hedging transac
tion was entered into and at a time when there was a reasonable risk of
loss (Treas. Reg. Sec. 1.954-2(f)(iv)).
Foreign Currency Gains. FPHC income includes the excess of foreign
currency gains over losses (as defined in section 988(b)) attributable to
any “section 988 transactions” (section 954(c)(1)(D)). Such foreign cur
rency gains or losses are excluded from FPHC income if they are directly
related to the business needs of the corporation.”
A foreign currency gain or loss is directly related to the corporation’s
business needs if (1) it can be clearly determined that it arises from a
transaction entered into or properly used in the normal course of the cor
poration’s trade or business and the transaction does not give rise to
subpart F income; or (2) if it arises from a bona fide hedging transaction
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with respect to such a transaction or property (Treas. Reg. Sec. 1.9542(g)(2)(ii)).
A qualified hedging transaction is a bona fide hedging transaction (1)
that is reasonably necessary to conduct regular business operations in a
manner that is customarily conducted by others, (2) that is entered into
to reduce the risk of currency fluctuations on property sold or services
rendered, (3) that is clearly identified on the CFC’s records as a hedging
transaction, and (4) in which the gain or loss attributable to the hedging
transaction is also clearly identifiable on the CFC’s records (Temp. Treas.
Reg. Sec. 1.954-2T(g)(4)).
Income Equivalent to Interest. Income that is deemed to be equivalent to
interest is treated as FPHC income (section 954(c)(1)(E)). This would
include (1) investments in which payments, net payments, cash flows, or
return predominantly reflect the time value of money and (2) transactions
in which payments are, in substance, for the use or forbearance of money
but that are not generally treated as interest (Treas. Reg. Sec. 1.9542(h)(2)). This category would include commitment fees for the actual
lending of money, service fees, discount income, certain factoring income,
and imputed interest on delayed payments on the performance of services.
Income equivalent to interest does not include income attributable to
notional principal contracts such as interest rate swaps, currency swaps,
interest rate floor agreements, or similar contracts except to the extent
that such contracts are part of an integrated transaction that gives rise to
income equivalent to interest (Treas. Reg. Sec. 1.954-2(h)(3)(ii)). Notice
89-90 provides more detailed rules with respect to income attributable to
notional principal contracts.16
Foreign Base Company Sales Income. In general, foreign base company

sales income is income derived from the sale or purchase of personal
property to (or from) a related person where the property is manufac
tured and sold outside the country of incorporation (section 954(d)).
Foreign base company sales income can arise in the following four types
of transactions:
1. The purchase of personal property from a related person and its sale
to any person
2. The purchase of personal property from any person and its sale to a
related person
16N otice 89-90, 1989-2 C.B. 407.

Rules for Controlled Foreign Corporations

3.
4.

281

The sale of personal property to any person on behalf of a related
person
The purchase of personal property from any person on behalf of a
related person (section 954(d)(1) and Treas. Reg. Sec. 1.9543 (a)(1)(i))

The term related person is defined in section 954(d)(3) to mean (1)
an individual, corporation, partnership, trust, or estate that controls or is
controlled by the CFC or (2) a corporation, partnership, trust, or estate
that is controlled by the same person or persons who control the CFC.
Control is defined to be the direct or indirect ownership of stock pos
sessing more than 50 percent of the combined voting power or total
value of stock of the CFC. In the case of a partnership, trust, or estate,
the ownership test is applied to the value of the person’s beneficial inter
est in the partnership, trust, or estate. The attribution rules of section
958 apply in determining indirect ownership.
Foreign base company sales income arises only on the disposition of
personal property; income from the disposition of real property is
excluded. Neither the Code nor the regulations define personal property
for purposes of the foreign base company sales income determination,
except that personal property does not include agricultural commodities
that are not grown in the United States in commercially marketable
quantities. The regulations under section 1.954-3(a)(1)(ii) list the agri
cultural commodities grown in the United States in commercially
marketable quantities. Under section 954(d)(4), enacted in the 1993
Tax Act, subpart F foreign base company sales income includes income
derived in connection with the sale of any unprocessed timber that is
softwood and was cut from an area located in the United States or the
milling of such timber outside the United States.
Personal property must be sold for use, consumption, or disposition
outside the country of incorporation. The test is not based on where the
sale is made or where title passes, but rather on where the goods are used,
consumed, or disposed. This also applies when the CFC does not take
title (not a sale) but acts on a fee or commission basis.
Treas. Reg. Sec. 1.954-3(a)(3)(ii) sets forth criteria for determining
the country of use (consumption or disposition). These criteria are
referred to as the “destination test,” and they operate in the following
manner. With respect to a sale to an unrelated person, the destination of
the property sold (where shipped to buyer) determines the country of use
unless, at the time of sale, the seller knew, or should have known, that
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the property would not be used, consumed, or disposed of in the country
of destination (shipment). In that case, the seller must determine the
ultimate destination, or it will be presumed to be outside the country in
which the CFC is organized. For this test, it is nebulous as to how knowl
edgeable the seller must be or how obvious a situation must be to
constitute “or should have known.” Apparently, a taxpayer must deter
mine what an unrelated purchaser intends to do with the product.
Regarding a sale to a related person, it is presumed that the destination
for use is outside the country in which the CFC is organized, unless the
CFC can substantiate differently. This latter test places the responsibility
on the seller for following through on a sale to a related person to deter
mine where the product is used.
Furthermore, foreign base company sales income does not include
income of a CFC derived in connection with the sale of personal prop
erty manufactured, produced, or constructed by the CFC from personal
property it has purchased (Treas. Reg. Sec. 1.954-3(a)(4)(i)).
E xam ple 8 .6 . Beta Ltd., a C F C incorporated under the laws o f country M, is a
wholly owned subsidiary o f dom estic corporation A lpha. Beta Ltd. purchases
from A lpha, a related person, electric motors manufactured in the U nited
States and sells the motors, in the form in which they were purchased from
A lpha, to O m ega Inc., an unrelated corporation, for delivery and use in
country P. G ross incom e o f Beta Ltd. derived from the purchase and sale o f
the motors to O m ega Inc. is foreign base company sales incom e.17
E xam ple 8 .7 . Beta Ltd., in exam ple 8.6, also purchases from O m ega Inc.
stereo equipm ent manufactured in country P and sells the equipm ent in the
form in which it was purchased to T h eta Corp., a related person, for use in
country W. T h e gross income o f Beta Ltd. derived from the purchase and sale
o f the equipm ent is foreign base company incom e.18
E xam ple 8 .8 . Beta Ltd., in exam ple 8.6, is paid a com m ission by A lph a o f 6

percent o f the gross selling price o f all motor sales solicited by Beta Ltd. and
sold in country F. A lph a ships the motors, which are manufactured in the
U nited States, directly to the purchaser in country F. Beta Ltd. does not take
title to the property. G ross commissions received by Beta Ltd. from A lph a on

17Treas. Reg. Sec. 1.954'3(a)(1)(iii), example (1).
18Treas. Reg. Sec. 1.954-3(a)(1)(iii), example (2).
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sales to country F o f such property constitute foreign base company sales
incom e.19

Treas. Reg. Sec. 1.954-3(a)(4)(iii) gives guidelines to identify what
constitutes manufacturing. Property is manufactured (produced, grown, or
extracted) if it is substantially transformed prior to sale by a corporation
or if the operations are substantial in nature and are generally considered
to constitute the manufacture, production, or construction of property
(such as the assembling of component parts). If, in connection with such
property, conversion costs (direct labor plus factory burden) account for
20 percent or more of the total cost of goods sold, the operation is sub
stantive.20 The regulations prescribe, however, that in no event will
packaging, repacking, labeling, or minor assembly operations constitute
substantive operations (Treas. Reg. Sec. 1.954-3(a)(4)(iii)). The 20percent rule may be criticized because it does not consider situations in
different industries and different products.
Example 8.9. Beta Ltd., a C F C incorporated under the laws of country M, is
a wholly owned subsidiary of dom estic corporation A lpha. Beta Ltd. sells
industrial engines for use, consumption, and disposition outside country M.
Beta Ltd. performs m achining and assembly operations in connection with
the sale o f the engines. Beta Ltd. purchases com ponents manufactured in the
U nited States from A lpha, a related person, and G am m a Inc., an unrelated
person. O n a per-unit basis, Beta Ltd.’s selling price and costs of such engines
are as follows:
Selling price
C o st o f goods sold:
M aterial:
A cquired from A lpha
Acquired from G am m a Inc.
Total material
Conversion costs (direct labor
and factory burden)
Total cost o f goods sold
Gross profit
Adm inistrative and selling expenses
Taxable income

$400
$100

40

19Treas. Reg. Sec. 1.954-3(a)(1)(iii), example (3).
20Dave F isch b ein M a n u fa c tu r in g C o m p a n y , 5 9 T .C . 338 (1972).

$140
70
210
$190
50
$140
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T he conversion costs incurred by Beta Ltd. are more than 20 percent o f the
total cost of goods sold ($70/$210 or 33 percent). A lthough the product sold,
an engine, is not sufficiently distinguishable from the com ponents to consti
tute a substantial transformation o f the purchased parts, Beta Ltd. meets the
20-percent test and will be considered to have manufactured the product it
sells. G ross income on sales outside o f country M will not be foreign base
company incom e.21
Exam ple 8 .1 0 . Assum e in example 8.9 that Beta Ltd. added only $10 of con

version costs to the motors and therefore failed the 20-percent test. A lso
assume that 50 percent o f the sales were made to unrelated persons in country
M (Beta Ltd.’s country o f incorporation) and 50 percent were made to unre
lated persons in Country F. Gross income from sales is computed as follows;
Selling price
C o st of goods sold:
M aterial:
Acquired from A lpha
Acquired from G am m a Inc.
Total material
Conversion costs (direct labor
and factory burden)
Total cost o f goods sold
Gross profit
Gross income from sales:
For use within country M
For use outside country M

$400

$100

40
$140

10
150
$250
$125
$125

Foreign base company income is computed by multiplying the gross income
from sales outside country M by the ratio o f purchases from related persons
($100) over total purchases o f all com ponents ($140). Foreign base company
income is $89.29 ($125 X $100/$140).22

A CFC that is a partner in a partnership that sells or purchases prop
erty from a person related to the CFC will have foreign base company
sales income to the extent of its distributive share of gross income that
would have been foreign base company sales income had the CFC
engaged in the transaction directly. For example, consider a C FC orga
nized in country M that is a 25-percent partner in foreign partnership
GBP, which is organized in country L. GBP purchases machines from

21Treas. Reg. Sec. 1.954-3(a)(4)(iii), example (1).
22Treas. Reg. Sec. 1.954-3(a)(5), example (1).
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domestic corporation USco, the 100-percent shareholder of the CFC, for
sale and use in country L. The CFC’s distributive share of partnership
income that represents gross income from the purchase of machines from
USco and the sale or use of such machines in country L will be foreign
base company income to the CFC.23
Miscellaneous exclusions to foreign base company sales income pro
vided by the regulations include the sale to an unrelated person of
tangible personal property after substantial use has been made of the
property by the CFC in its business and the sale of substantially all the
property of a corporation pursuant to a plan for discontinuation of busi
ness (Treas. Reg. Sec. 1.954-3(a)(1)(i)). This does not include stock in
trade or property held primarily for sale. Income that constitutes foreign
trade income, as defined in section 923(b), is also not included in foreign
base company sales income (section 951(e)).
The Branch Rule. In some cases, a branch of a CFC will be treated as a
separate corporation for determining foreign base company sales income
(section 954(d)(2)). A branch will be treated as a separate corporation if
a CFC carries on purchasing or selling activities by or through a branch
located outside the country of incorporation of the CFC, and the use of
the branch has substantially the same tax effect as if the branch were a
wholly owned subsidiary.
Without the branch rule it would be possible, for example, for a CFC
to manufacture in the country of its incorporation and establish a sales
branch in a country with low or no taxes. The manufacturing activities
in the country of incorporation would preclude U.S. foreign base com
pany sales income treatment. On the other hand, if the country in which
the CFC was incorporated did not tax branch profits, the sales income
might escape taxation altogether.
If the country in which the CFC is incorporated does not tax branch
profits, and if the effective tax rate on branch profits in the country of
operations is less than 90 percent of, and at least five percentage points
below, the effective rate of tax that would apply to that income under
the laws under which the CFC is incorporated, the branch will be
treated as a separate CFC for foreign base company sales income pur
poses (Treas. Reg. Sec. 1.954-3(b)(1)(i)(b)).

23Rev. Rul. 89-72, 1989-1 C.B. 257. See also B r o w n
Treas. Reg. Sec. 1.701-2(f), example (3).

G r o u p , I n c .,

104 T.C. 105 (1995) and
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For a buying or selling branch, if the tax rates in the country in
which the branch is located are less than 90 percent of, and at least five
percentage points below, the effective rate of tax had the income been
earned in the country in which the home office is located, the branch
rule becomes operative. (This is sometimes referred to as the “sales
branch rule.”) For a manufacturing branch with a selling home office,
the test is reversed (Treas. Reg. Sec. 1.954-3(b)(l)(ii)). If the tax rate in
the country in which the CFC is organized is less than 90 percent of, and
at least five percentage points below, what it would be had the income
been earned in the country in which the manufacturing branch is
located, the branch rule becomes operative. (This is sometimes referred
to as the “manufacturing branch rule.”)
Example 8.11. Delta Ltd., a C F C incorporated in country Y, manufactures in
country Y and sells in country Z through a sales office (branch) located in
country Z. Country Y levies an effective income tax rate o f 40 percent, treats
the branch as a separate corporation, and levies no tax on branch profits.
Country Z levies an effective income tax rate o f 10 percent. T h e branch is
treated as a wholly owned separate corporation. T h e 10-percent tax rate of
country Z is less than 90 percent of country Y’s tax rate (90% X 40% = 36% )
and is more than five percentage points below country Y’s tax rate (40% —
5% = 35% ). A s a result, the branch located in country Z will be treated as a
C F C for purposes o f computing foreign base company sales income on sales
made by the branch outside of country Z.

The term branch is not defined in the regulations or the statute.
Although the IRS has attempted to give the term its broadest meaning,
the U.S. Tax Court has construed the term more narrowly, stating that a
“branch” should be given its ordinary meaning in a business and
accounting sense.2
4
Establishing a branch in a low-tax jurisdiction may benefit the U.S.
shareholder who is in an excess foreign tax credit position. Because the
branch will be treated as a separate CFC, the subpart F income earned
through the branch and the low taxes thereon may be used to absorb
excess foreign tax credits associated with other foreign-source income.

24A s h k n d O il I n c ., 9 5 T .C . No. 348 (1990); V ecto , I n c .,
In c . presents a summary of the legislative history of the

95 T.C. 529 (1990).
branch rule.

A sh la n d O il
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Foreign Base Company Services Income. The treatment of foreign base
company services income as subpart F income is intended to deny tax
deferral when services activities are separated from manufacturing or sell
ing activities primarily to obtain a low rate of tax for the services income.
The policy is similar to that for foreign base company sales income. For
example, if a parent or a related company sells a product that requires
continuous maintenance and servicing, a service company could be
established in a tax haven country, and the income from servicing is
thereby subject to a lower tax rate than if the parent or related company
had performed its own servicing. As a further example, a parent or
related company could bid on a contract to build a dam in country X and
organize a base company in country Y to construct the dam in country X
rather than do the construction itself. The income so derived from ser
vices such as these can constitute foreign base company services income.
Foreign base company services income is a term that encompasses the
performance of personal services by a CFC for or on behalf of a related
person outside the country in which the CFC is organized (section
954(e)). More specifically, the personal services include technical, man
agerial, engineering, architectural, scientific, industrial, commercial, or
the like. The income from these services can be in the form of compen
sation, commissions, fees, or otherwise. Some kinds of services that can
constitute foreign base company services income are (1) drilling an oil
well; (2) constructing a dam; (3) constructing a highway; (4) installing,
repairing, and maintaining machinery; (5) furnishing skilled laborers for
a job; (6) drafting plans and specifications; and (7) performing research
activities for a company’s product development and testing.
Since the services must be performed outside the country of incorpo
ration, the place where the services are rendered must be accurately
determined. There is no difficulty in determining where a dam is built or
an oil well drilled or machinery serviced in one country only, but a ques
tion arises when the base company services several countries with a staff
of traveling technicians.
The regulations state that the place in which services will be consid
ered performed will depend on the facts and circumstances of each case
(Treas. Reg. Sec. 1.954-4(c)). The general rule is that services are per
formed where the persons performing the services are physically located
when they perform their duties. When a C FC performs services in more
than one country, its gross income must be apportioned between that
which is foreign base company services income and that which is not.
The apportionment of the income is to be based on time spent on the
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various jobs in each country. The apportionment is to be adjusted further
for the value of the services. That is, clerical workers who spend 500
hours in country X will ordinarily be assigned little value, whereas skilled
technicians who spend 500 hours in that country will be assigned greater
values in relation to the type of function performed by each individual
(Treas. Reg. Sec. 1.954-4(c)).
Even though income from performing services for, or on behalf of, a
related person outside the country of incorporation of the CFC is usually
foreign base company services income, there are exceptions. When the
related person does nothing more than act as guarantor on the contract
and does not perform any services or pay the CFC for performing the ser
vices, the income from the services is excluded from foreign base company
services income (Treas. Reg. Secs. 1.954-4(b)(2) and (3), example (6)).
E xam ple 8 .1 2 . A domestic parent corporation enters into a contract with an

unrelated person to construct a highway in a foreign country. T h e parent cor
poration immediately assigns the entire contract to its wholly owned foreign
corporation, incorporated outside the country in which the construction
takes place. T he income earned by the C F C from the construction is foreign
base company services income. If the parent did nothing but guarantee the
contract and the C F C acquired the contract, performed the work without the
assistance o f its related parent, billed the customer, and collected the receiv
able, then the income would not be foreign base company services income.

If the C FC is not performing services for a related person and later
requires the assistance of a related person, the income from a contract
can be considered foreign base company services income. The regula
tions state that certain assistance by a related person will taint the
income. For these purposes, assistance is defined as follows:
1.

2.

Assistance in the form of know-how, supervision, direction, and ser
vices will not be considered assistance on the contract unless it is
substantial and directly assists in the performance of the contract.
Substantial assistance is defined as being a principal element in pro
ducing the income—the costs equaling 50 percent or more of the
total costs of the CFC for the job.
Assistance in the form of financial help, equipment, material, or
supplies will be considered assistance on the contract only if it is
substantial, as defined above. For purposes of the 50-percent test for
substantial assistance, the amounts to be included are only the
excess of the arm’s-length charges for these items, less the considera
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tion actually paid by the CFC for them (Treas. Reg. Sec. 1.9544(b)(2)(ii)).
If a related parent corporation acquires a contract to build a highway
with the stipulation that the buyer will use the CFC for all the servicing
and maintenance of the highway, the income received from this mainte
nance is normally treated as foreign base company services income
because the CFC is considered to be performing the service on behalf of
the parent corporation. However, an example cited in the regulations
states that if the situation is such that there are numerous persons quali
fied and available to perform such services (with no agreement as to who
is to perform services) and the buyer chooses the CFC from this group,
the income is not foreign base company services income (Treas. Reg.
Sec. 1.954-4(b)(3), example (10)).
Section 954(e)(2) provides an exception from the definition of for
eign base company services income for income from services that are
directly related to the sale or exchange by a CFC of property manufac
tured, produced, grown, or extracted by it, and that are performed prior
to the time of the sale or exchange or from services directly related to an
offer or effort to sell or exchange such property.
Foreign Base Company Shipping income. The fourth category of foreign
base company income is foreign base company shipping income (section
954(f)). Under Treas. Reg. Sec. 1.954-6(b)(l), foreign base company
shipping income includes—

1.

2.

3.

Gross income derived from, or in connection with, the performance
of services directly related to the use of any aircraft or vessel in for
eign commerce. Th is type of income includes two subcategories: (a)
intragroup services (which includes income from terminal services,
stevedoring, and maintenance and repairs) and (b) services for pas
sengers, the consignor, or the consignee (such as rental of staterooms,
furnishing of meals, demurrage, dispatch, and dead freight).
Incidental income derived in the course of the active conduct of for
eign base company shipping operations. Examples of incidental
income include amounts derived from temporary investments, income
from granting concessions to others aboard aircraft or vessels used in
foreign commerce, and income from stock and currency futures.
Gross income derived from the sale or exchange or other disposition
of any aircraft or vessel used in foreign commerce.
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5.

6.
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Dividends and interest received from a foreign corporation and gain
recognized from the sale, exchange, or other disposition of stock or
obligations of a foreign corporation, but only if the foreign base
company would be deemed under section 902(b) to pay taxes with
respect to another foreign corporation and only to the extent that
the dividends, interest, and gains are attributable to foreign base
company shipping income.
A distributive share of the gross income of any partnership and any
amounts includable in gross income under Code provisions related
to income for trusts to the extent that such items would have been
includable in foreign base company shipping income had they been
realized by the CFC directly.
Exchange gains to the extent that such gains are allocable to foreign
base company shipping income.
As a result of the Tax Reform Act of 1986, foreign base company
shipping income now includes income derived from a space or ocean
activity that is subject to the sourcing rule of section 863(d).

Foreign base company shipping income does not include income
from the operation of a vessel between two points within the foreign
country in which the corporation is created or organized and the aircraft
or vessel used is registered (section 954(b)(7)).
As with other types of foreign base company income, foreign base
company shipping income is reduced to take into account deductions
that are properly allocable to it (Temp. Treas. Reg. Sec. 1.954'lT(c)).
To prevent any amounts from being included in foreign base company
income twice, section 954(b)(6)(A) provides that if income is determined
to be foreign base company shipping income, that income is not also con
sidered to fall into any of the other three categories of foreign base company
income. For taxable years beginning in 1993 and thereafter, dividend and
interest income that is also FPHC income will be treated as FPHC income
(section 953(f)). This generally applies to interest and dividends related to
working capital. In addition, if a CFC distributes foreign base company
shipping income as a dividend through a chain of ownership to another
CFC, that distribution will generally be excluded from the foreign base
company income of the recipient CFC (section 954(b)(6)(B)).
Congress significantly increased the potential amount of shipping
income included in subpart F income in the Tax Reform Act of 1986.
Under prior law, a U.S. shareholder could exclude from subpart F income
any increase in the CFC’s qualified investment in foreign base company
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shipping operations during the taxable year. This reinvestment exclusion
was not available for any other foreign base company income. Congress
viewed shipping income as highly movable between jurisdictions and
likely not to be taxed by a foreign jurisdiction. In addition, Congress felt
that allowing deferral for reinvestment in foreign-flag shipping opera
tions promoted investment in such operations and questioned whether
this was in the best interests of the United States.
Foreign Base Company Oil-Related Income. The term foreign base company
oil-related income means income from nonextraction activities from
sources outside the United States (section 954(g)(1)). The activities
include processing minerals extracted from oil or gas wells into their pri
mary products and distributing oil or gas minerals or their primary
products. For example, a CFC located in country X that purchased oil
from the government of Y and sold the oil to an unrelated corporation in
country Z would have foreign base company oil-related income.
Income from the performance of services related to oil and gas
extraction or nonextraction activities is oil-related income if the person
performing the services or a related person is engaged in oil and gas
extraction activities. Services include transportation, managerial ser
vices, accounting services, and insurance for oil extraction or
nonextraction assets.
The term foreign oil-related income (FORI), also called “foreign base
company oil nonextraction income,” means the taxable income derived
from sources outside the United States and its possessions from the fol
lowing activities:

1.

2.
3.
4.

5.

The processing of minerals extracted by the taxpayer or by any other
person from oil and gas wells into their primary products (section
907(c)(2)(A))
The transportation of these minerals or primary products (section
907(c)(2)(B))
The distribution or sale of such minerals or primary products (sec
tion 907(c)(2)(C))
The disposition of assets used by the taxpayer in processing, trans
porting, or distributing these minerals or primary products; however,
50 percent or more of the income attributable to the asset for the
three taxable years of the selling corporation immediately preceding
the year of sale must be foreign base company oil nonextraction
income (section 907(c)(2)(D))
The performance of any other related service, such as managerial
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services, accounting services, or insurance for oil extraction or non
extraction income (section 907(c)(2)(E))
The following amounts are treated as foreign oil-related income to
the extent that they are attributable to foreign oil-related income:
1.
2.
3.

Dividends and interest from a foreign corporation for which taxes
are deemed paid by the taxpayer under section 902
Amounts for which taxes are deemed paid under section 960(a)
The taxpayer’s distributive share of income of partnerships (section
907(c)(3))

In addition, interest from a foreign corporation and dividends from a
domestic corporation that are treated as foreign-source are FORI to the
extent attributable to foreign oil and gas extraction income. This means
that such interest and dividends are FORI even though foreign oil and
gas extraction income is not FORI (section 907(c)(3)).
Items that are not considered FORI include—
1.

2.

3.

4.

FORI derived from sources within a foreign country in connection
with oil and gas that is extracted by anyone from an oil or gas well in
that foreign country (for example, income derived in a foreign coun
try by a subsidiary from the purchase and sale of oil extracted in that
country (section 954(g)(1)(A)).
FORI derived from sources within a foreign country in connection
with oil or gas or a primary product of oil or gas that is sold by that
person or by a related person for use or consumption in that country.
Fuel transferred into the fuel tank of a vessel or an aircraft for con
sumption by that vessel or aircraft is considered to be consumed in
the country in which that transfer occurs (section 954(g)(1)(B)).
All FORI is exempted from foreign base company oil-related income
treatment if the aggregate average daily production of foreign crude
oil and natural gas by the foreign corporation and related person for
any taxable year is less than 1,000 barrels per day (or its equivalent
in gas) (section 954(g)(2)).
For tax years beginning in 1993 and thereafter, FORI does not
include interest or dividends that are FPHC income (section
954(g)(1)). This provision eliminates interest and dividends from
working capital from being cross-credited with other FORI.

Exclusion From Foreign Base Company Income. There are several excep

tions that serve to exclude all or a portion of a CFO’s subpart F income
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from current taxation to the U.S. shareholders. Section 954(b)(3)(A)
provides a de minimis rule that excludes all gross income from being
treated as foreign base company income or insurance income if the sum
of the CFC’s gross foreign base company income and gross insurance
income is less than the lesser of 5 percent of gross income or $1 million.
Conversely, section 954(b)(3)(B) provides a “full inclusion” rule
whereby all of the CFC’s gross income will be treated as foreign base
company income or insurance income if more than 70 percent of the
CFC’s gross income is foreign base company income and insurance
income. The full inclusion rule does not apply to captive insurance com
panies that are treated as CFCs under the reduced threshold test of
section 953(c). Related party factoring income (described in sections
864(d)(1) and (d)(6)) is taxed currently to U.S. shareholders without
regard to the de minimis rule.
To prevent abuses that might arise through the use of multiple cor
porations to avoid the $1 million threshold test, Treas. Reg. Sec.
1.954-1T(b)(4) requires that income of two or more CFCs be aggregated
and treated as a single corporation if one principal purpose for the sepa
rate corporations is to avoid the de minimis rule or the full inclusion
rule. The regulation creates a presumption that this purpose exists if the
CFCs are related persons (as described in section 267(b)) and meet one
of three descriptions. The presumption applies if (1) the multiple CFCs
carry on the same activities or use substantially the same assets as a prior
single CFC and the U.S. shareholders of the multiple CFCs are substan
tially the same as the U.S. shareholders of the prior single CFC; (2) the
CFCs carry on a business, financial operation, or venture as partners in a
partnership that is a related person; or (3) the activities carried on by the
CFCs would constitute a single branch operation under Temp. Treas.
Reg. Sec. 1.367(a)-6T(g)(2) if carried on directly by a U.S. person.
E xam ple 8 .1 3 . U S P is the sole shareholder o f three controlled foreign corpo

rations: C F C 1, C F C 2, and C F C 3. T h e C F C s are partners in a foreign
partnership through which the C F C s generate all o f their income that is not
foreign base company income. T h e C F C s generate foreign base company
income jointly through the foreign partnership and separately. G ross income
for the current year for each C F C is—

Gross income
5 percent o f gross income
Foreign base company income

CFC1

CFC2

$4,000,000
200,000

$8,000,000

$ 12,000,000

400,000
398,000

600,000
597,000

199,000

CFC3
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T he C F C s separately m eet the 5 -percent de minimis test. If the foreign base
company income is aggregated, however, it exceeds $1 million. If the anti
abuse rule applies, the U .S . shareholders o f each C F C will be taxed currently
on the C F C ’s foreign base company incom e.25

The current de minimis test was enacted in the Tax Reform Act of
1986. Under prior law, the de minimis test was based on a 10-percent-ofgross-income test without a total foreign base company income
threshold. In addition, insurance income was not included in the de
minimis or full-inclusion tests because it was subject to separate tests
(which were repealed by the Tax Reform Act of 1986). Congress saw no
sound policy basis for distinguishing tax haven insurance income from
foreign base company income for purposes of either test.
A second exception to current taxation of subpart F income to U.S.
shareholders applies to foreign base company income (other than foreign
oil-related income) and insurance income that is subject to an effective
income tax rate imposed by a foreign country that is greater than 90 per
cent of the maximum U.S. income tax rate imposed under section 11
(section 954(b)(4)). For years beginning after 1992, this comparison rate
would be 31.5 percent (90 percent X 35 percent). Also, if more than 90
percent of the adjusted gross foreign base company and adjusted gross
insurance income qualifies for the high tax exception, the full inclusion
rule will not apply to income that would otherwise be included in gross
income under the rule (Treas. Reg. Sec. 1.954-1(d)(6)).
The “high tax exception” is determined for each “item” of net for
eign base company income or net insurance income (Temp. Treas. Reg.
Sec. 1.954-1(d)(1)). An item of net foreign base company income (other
than foreign personal holding company income that is passive income)
or net insurance income is defined to be income that falls within a single
category of net foreign base company income or net insurance income
and also falls within a single separate foreign tax credit limitation cate
gory for purposes of sections 904(d) and 960 (Treas. Reg. Sec.
1.954-1(c)(1)(iii)). In the ease of FPHC income that is passive income
for foreign tax credit purposes, an item of net FPHC income is the
amount of such income that falls within a single category of passive
income for foreign tax credit purposes. (Examples would include passive
income, high withholding tax interest, high-tax income, and financial
services income.)
25Treas. Reg. Sec. 1.954-1(b)(4)(iv).
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The amount of foreign taxes paid for purposes of computing the
effective tax rate is considered to be the amount of foreign taxes that
would be deemed paid under section 960 with respect to the item of
income if that item was included in the gross income of a U.S. share
holder under section 951(a)(1)(A).
The exclusion of “high tax exception” income from foreign base
company income or insurance income is made at the election of the con
trolling U.S. shareholders. A statement to this effect must be attached to
the shareholders’ returns.
The “high tax exception” replaces the prior law “formed or availed
of” test. Under this subjective test, a CFC was not subject to subpart F if
the location of the CFC was not motivated by a “significant” purpose to
substantially reduce income taxes. A number of factors were used to
determine if the lack of a tax-avoidance motivation existed. C ongress
replaced this subjective test with an objective test in order to provide
greater certainty for both taxpayers and the IRS. However, given that
the required “effective rate calculation” under current law is “inherently
factual,” the IRS will not issue an advance ruling on whether the 90-per
cent test is met.26
Net Foreign Base Company Income. Gross foreign base company income,

after adjustment for the de minimis and full-inclusion rules, is further
reduced by deductions properly allocable to such categories of income
(Treas. Reg. Sec. 1.954-1(a)(4)). The resulting amount is referred to as
“net foreign base company income.” Net foreign base company income is
adjusted to take into account any items of net foreign base company
income for which the high tax exception is elected. The remaining
amount, termed adjusted net foreign base company income, is the amount
subject to inclusion in the U.S. shareholder’s gross income as subpart F
income (Treas. Reg. Sec. 1.954-1(a)(5)).
In the computation of net foreign base company income, expenses,
taxes, and other deductions are first allocated to items or categories of
gross income to which they directly relate (Treas. Reg. Sec. 1.954-1(c)).
Expenses, taxes, and other deductions that cannot definitely be allocated
to some category of gross income are ratably apportioned among all items
or categories of gross income. No expense, tax, or other deduction is allo
cated to an item or category of income to which it clearly does not apply.
26Rev. Proc. 95-7,1995-1 I.R.B. 185.
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The allocation and apportionment of expenses must be consistent with
the allocation and apportionment of expenses for purposes of the foreign
tax credit limitation calculations under section 904(d).
Exam ple 8 .1 4 . G am m a Ltd., a wholly owned C F C o f A lpha, reports the fol

lowing items o f income and expense:
G ross income:
Foreign base company income
O ther gross income

$ 600
400
$ 1,000

Expenses:
Expenses directly related to—
Foreign base company income
O ther gross income
Expenses not directly related to a
particular category o f gross income
Taxable income
Income taxes at a 20-percent rate

200
150
300
$

350
70

T he gross income and expenses are allocated as follows:
FB C Incom e
G ross income
Directly related expenses
A llocable expense*
Income tax†
N et income

$600
200
400
180
220
44
$176

O ther

T otal

$400
150
250
120
130
26
$104

$1,000
350
650
300
■ 350
70
$280

*Allocated on the basis of gross income in the absence of a more reasonable allocation method.
†The 20-percent rate was applied to each category of income in the absence of special foreign
tax treatment of a category of income.

G am m a Ltd.’s net foreign base company income is $176 and would consti
tute subpart F income to A lpha. Because the effective tax rate imposed on
G am m a Ltd.’s net foreign base company income is less than 90 percent of
the highest U .S . rate (90% X 35% = 31.5% ), the high tax exception is not
available. Therefore, G am m a Ltd.’s adjusted net foreign base company
income is also $176. T h e am ount included in A lp h a’s gross income as a divi
dend will be the $176 plus the $44 in foreign taxes attributable to the
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income ($220). Alpha is entitled to a deemed-paid foreign tax credit under
section 960 for the $44, subject to any limitations.
Other Subpart F Income

As mentioned previously, subpart F income also includes boycott
income, illegal bribes or other payments made to officials of foreign gov
ernments, income from countries during periods to which the country is
subject to section 901(j) previously excluded subpart F income with
drawn from investment in foreign base company shipping operations for
prior taxable years or from investments in less developed countries, any
increase in the CFC’s non-subpart F (tax deferred) earnings invested in
U.S. property, and earnings invested by the CFC in excess passive assets.
International Boycott Income. U.S. shareholders of a CFC are currently
taxed on income earned as a result of participation in or cooperation
with an international boycott (section 952(a)(3)). The amount of “boy
cott income” is determined by multiplying the income of the C FC not
already treated as subpart F income times the “international boycott fac
tor,” which is defined in section 999. The list of countries that may
require cooperation with international boycotts includes Bahrain, Iraq,
Jordan, Kuwait, Lebanon, Libya, Oman, Qatar, Saudi Arabia, Syria,
United Arab Emirates, and the Republic of Yemen.
Illegal Foreign Bribes. Subpart F income includes payments of illegal
bribes, kickbacks, or other payments paid by or on behalf of the C FC
directly or indirectly to an official, employee, or agent of a foreign gov
ernment. The types of payments included in this definition are those
specified in section 162(c).
Income from section 901(j) countries. Section 952(a)(5) provides
that subpart F income includes all income derived from a foreign country
during any period during which section 901(j) applies to such country.
Section 901(j) disallows foreign tax credit for taxes paid to countries
with which the U.S. government has severed relations. C ountries cur
rently subject to section 901(j) are C uba, Iran, Iraq, Libya, North Korea,
and Syria.
Withdrawal of Previously Excluded Subpart F Income From Qualified Invest
ment. Section 955 provides that a U.S. shareholder of a C FC must

include in gross income the amount of previously excluded subpart F
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income withdrawn from either investment in foreign base company ship
ping operations made in years prior to 1987 or investments in less
developed countries made in years prior to 1976. The amount of income
to be included from the withdrawal from investment in foreign base com
pany shipping operations is the lowest of the following three amounts:
1.
2.

3.

The decrease in qualified investments in foreign base company ship
ping operations less any loss on disposal of such assets
The sum of amounts excluded from foreign base company income
for all prior taxable years less the sum of amounts of previously
excluded subpart F income withdrawn from investment in foreign
base company shipping operations for all prior taxable years
Earnings and profits accumulated after December 31, 1975

The decrease in qualified investments in foreign base company ship
ping operations is calculated by subtracting the amount of qualified
investments in foreign base company shipping operations at the close of
the taxable year from the qualified investment amount at the close of the
preceding taxable year. The decrease is taken into account only to the
extent of earnings and profits accumulated after December 31, 1975, and
through tax years beginning before 1987, and to the extent that the
amount of previously excluded subpart F income invested in less devel
oped countries is attributable to earnings and profits accumulated for
taxable years beginning after December 31, 1962. In addition, the
decrease is reduced by an amount equal to the extent that losses exceed
gains on dispositions during the year.
Exam ple 8 .1 5 . T heta Ltd., a C F C , had qualified investments in shipping oper

ations on December 31, 1981, and December 31, 1982, o f $400,000 and
$370,000, respectively. T he qualified assets were disposed of at a net loss of
$10,000. T he amounts excluded from foreign base company income in prior
taxable years were $45,000, and the amount o f the previous withdrawal of
subpart F income was $10,000. Earnings and profits accumulated after
December 31, 1975, were $55,000. T he amount that must be included in
income o f U .S . shareholders on account o f the withdrawal of qualified invest
ments in shipping operations is $20,000, which is the lowest o f the following:
1. Decrease in investm ent
Less: loss on disposal
2. A m ounts excluded from foreign
base com pany income in prior years
Less: previous withdrawal of
excluded subpart F income

$30,000
10,000
$20,000
$45,000
10,000
$35,000
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$55,000

The Tax Reform Act of 1986 eliminated the exclusion for reinvest
ments in qualified shipping operations for years beginning after
December 31, 1986. All foreign base company shipping income is taxed
currently to U.S. shareholders, subject to previously mentioned exclu
sions. Decreases in qualified investments in foreign base company
shipping operations related to this income will not be taxed currently to
U.S. shareholders.
Prior to the enactment of the Tax Reduction Act of 1975, a CFC
could exclude from subpart F income certain income derived from
investments in less developed countries. The Tax Reduction Act of 1975
repealed this exclusion for tax years beginning after December 31, 1975,
but amounts previously excluded must be included in income when they
are withdrawn from investments in less developed countries (Treas. Reg.
Sec. 1.955-1).
Exclusion of U.S. Income. Subpart F income does not include any income
from sources within the United States that is effectively connected with
the conduct of a trade or business within the United States unless the
income is exempt from taxation or is subject to a reduced rate pursuant
to a U.S. treaty obligation (section 952(b)).

Investment in U.S. Property

To prevent tax avoidance through indirect repatriation of foreign earn
ings, section 956 provides that U.S. shareholders are taxed currently on
earnings of the CFC that are invested in “United States” property. In
essence, earnings brought back to the United States are taxed to the
shareholders on the grounds that this investment is substantially equiva
lent to payment of a dividend. It should be noted that the amount of the
constructive dividend is dependent on how earnings are invested, not
how they are earned. Thus any earnings of a C FC are subject to inclusion
in income by U.S. shareholders under section 956.
U.S. Property. In general, United States property means (1) tangible prop
erty located in the United States, (2) stock of a domestic corporation,
(3) an obligation of a U.S. person, or (4) any other right to use in the
United States a copyright, patent, invention, model, design, formula,
process, or similar property right acquired or developed by the C FC for
use in the United States (section 956(c)(1)). A C FC is considered to
hold an obligation of a U.S. person if the CFC is pledgor or guarantor of
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such an obligation (section 956(d)). Rev. Rul. 82-17127 also holds that a
loan by a CFC to a foreign corporation that is treated as a domestic sub
sidiary of the U.S. corporate shareholder pursuant to an election under
section 1504(d) is an investment in U.S. property.
Under section 956(d) a pledge or guarantee by a CFC of an obliga
tion of a U.S. person is considered an acquisition of the underlying
obligation, and therefore, the CFC is considered to have invested in U.S.
property. The status of indirect pledges or guarantees is somewhat nebu
lous. In Rev. Rul. 76-12528 the IRS interpreted the intent of section
956(d) as including indirect pledges and held that the pledge of stock of
a CFC by its U.S. shareholder is considered an investment in U.S. prop
erty. In Daniel K. Ludwig, 29a case that involved a pledge of CFC stock as
collateral for a loan, the Tax Court rejected the IRS position expressed
in Rev. Rul. 76-125 because the CFC did not promise to pay the U.S.
shareholder’s obligation and had no obligation to pay the obligation if
the debtor did not pay it.
Treas. Reg. Sec. 1.956-2(c)(2) attempts to clarify the treatment of
indirect pledges and guarantees. The Treasury perceives indirect pledges
and guarantees as “loopholes” created by the absence of their specific
mention in section 956(d) and the rejection of Rev. Rul. 76-125 in the
Ludwig case.
Treas. Reg. Sec. 1.956-2(c)(2) requires that if the assets of a CFC
serve at any time, either directly or indirectly, as security for the perfor
mance of an obligation of a U.S. person, the CFC will be considered a
pledgor or guarantor of that obligation. For this purpose, a CFC stock
pledge will be considered an indirect pledge of assets if at least two-thirds
of the total combined voting power of all classes of stock is pledged and if
the stock pledge is accompanied by certain other restrictions. These
regulations contain an example with facts that are similar to the facts
in Ludwig.
Under Temp. Treas. Reg. Sec. 1.956-2T(d)(2), the term obligation of
a United States person includes all evidences of debt except for indebted
ness arising out of involuntary conversion of non-U.S. property and
obligations arising out of the provision of services by the CFC to the
U.S. person to the extent the amount does not exceed what would be
271982-2 C.B. 161.
281976-1 C.B. 204.
2968 T.C. 979 (1977), nonacq. 1978-2 C.B. 4.
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ordinary and necessary to carry on the business of the CFC or the U.S.
person if they were unrelated. Obligations payable within sixty days are
considered as meeting the ordinary-and-necessary test.
The temporary regulations eliminated a prior exception from the
definition of U.S. property for obligations not exceeding one year for
loans made on or after June 14, 1988 (Temp. Treas. Reg. Sec. 1.9562T(d)(2)(ii)). This exception was eliminated to prevent rollovers of
short-term obligations to avoid having the obligation treated as U.S.
property. In September 1988 the IRS issued Notice 88-108,30 in which it
announced that the final regulations under section 956 would exempt
from the definition of U.S. property obligations held at year-end that are
collectible within thirty days. The exclusion will not apply to obligations
held by the CFC for sixty or more calendar days during the taxable year
(120 for the taxable year that includes June 14, 1988) that would other
wise constitute U.S. property if held at the end of the CFC’s quarter or
taxable year.
The IRS followed Notice 88-108 with Rev. Rul. 89-73,31 in which it
took the further position that obligations of the U.S. shareholder that
were held by the CFC during the year and were redeemed before the
CFC’s year-end, and then reloaned shortly after the CFC’s new taxable
year began, could be treated as outstanding at the CFC’s year-end if the
time lapse between the redemption and the reloan was not “sufficient.”
The objective of Rev. Rul. 89-73 is to limit a common planning tech
nique in which the U.S. shareholder borrowed money from the CFC
early in the year and then repaid the loan prior to the CFC’s tax yearend. The IRS held that a repayment of a $200X loan from a CFC on
November 15 and a reloan of $225X on January 15 of the following year
was not a sufficient time lapse and thus the $200X loan would be deemed
outstanding at year-end. If the loan was repaid on June 15 and then
reloaned on January 15, the IRS held that sufficient time had elapsed
and the form of the transactions would be respected.
Under section 956(c)(2), U.S. property does not include invest
ments in—
1.

Obligations of the U.S. government, money, or deposits with per
sons carrying on a banking business in the United States.

301988-2 C.B. 445.
311989-1 C.B. 258.
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2.
3.

4.

5.
6.

7.

8.

9.
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Property located in the United States that is purchased there for
export to, or use in, foreign countries.
Any obligation of a U.S. person arising in connection with the sale
or processing of property. The amounts of these obligations cannot
exceed the amounts that would be ordinary and necessary to carry on a
trade or business between unrelated parties (but see Sherwood Properties,
Inc.32 for an example of the difficulty in making this determination).
Any aircraft, railroad rolling stock, vessel, motor vehicle, or con
tainer used in the transportation of persons or property in foreign
commerce and used predominantly outside the United States.
Certain insurance company reserves.
Stock or obligations of certain domestic corporations. To qualify for
this exception, the acquired stock may not be (a) in a domestic cor
poration that is a U.S. shareholder of the CFC or (b) in a
corporation in which immediately after the acquisition a U.S. share
holder of the CFC owns, under the ownership rules of section
958(b), 25 percent or more of the total combined voting power of
such domestic corporation.
Any movable property, except a vessel or aircraft, that is used for
exporting, developing, removing, or transporting resources from the
U.S. continental shelf.
An amount of assets of the CFC equal to earnings and profits accu
mulated after December 31, 1962, and excluded from subpart F
income under section 952(b) (income already subject to the regular
U.S. corporate income tax).
Property held by a foreign sales corporation (FSC) that would other
wise be U.S. property and that is related to the export activities of
the FSC.

Notwithstanding the foregoing exceptions (other than exception 8),
U.S. property includes trade or service receivables acquired from a
related person (within the meaning of section 864(d)) and the obligor of
such receivables is a U.S. person (section 956(b)(3)). A trade receivable is
defined as arising from the sale of property described in section 1221(1)

3289T.C. 651 (1987).
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(that is, stock in trade, inventory, and property held for sale to customers
in the ordinary course of business).
Computation of Includable Income. The calculation of the amount

included in the U.S. shareholder’s gross income under section 956 was
changed in the 1993 Tax Act. Under prior law, applicable for CFC tax
able years ending on or before September 30, 1993, the investment in
U.S. property was computed at the end of the taxable year. The invest
ment in U.S. property was the property’s adjusted basis less any liability
to which the property was subject.
Under the new rules, which apply to CFC taxable years beginning
after September 30, 1993, the section 956 amount included in gross
income is the lesser of two amounts. The first amount is the excess of the
U.S. shareholder’s pro rata share of the average of U.S. property held by
the CFC at the close of each quarter less the U.S. shareholder’s pro rata
share of the CFC’s earnings and profits previously included in gross
income under section 956 (section 956(a)(1)). The second amount is
the U.S. shareholder’s pro rata share of the applicable earnings of the CFC
(section 956(a)(2)). Applicable earnings is defined in sections 956(b)(1)
and 956A(b) as the CFC’s current and accumulated earnings and profits
less current year distributions and less amounts previously included in
the U.S. shareholder’s gross income under section 956 or section 956A
(investment in excess passive assets). A deficit in accumulated earnings
and profits is ignored in computing applicable earnings. In addition, U.S.
property acquired by the foreign corporation prior to becoming a CFC is
ignored in computing the section 956 inclusion amount (the amount
ignored cannot exceed the corporation’s earnings and profits accumu
lated before becoming a C FC ).
E xam ple 8 .1 6 . C alvert Ltd., a foreign corporation, is a wholly owned C F C of

Brooks Corporation, a dom estic corporation. For its taxable year ending in
1994, C alvert had an average quarterly investm ent in U .S . property of $200.
N o prior investment in U .S . property was made before 1994. Current and
accumulated earnings and profits (applicable earnings) were $400. For 1994,
the amount included in gross income under section 956(a) is $200, the lesser
of $200 or $400. For 1995, the average quarterly investm ent in U .S . property
was $500. Current earnings were $300, and no distributions were m ade.
A pplicable earnings for 1995 are $500 ($400 + $300 — $200). T h e amount
included in gross income under section 956(a) is $300, the lesser o f (1) $500
— $200 = $300 or (2) $500. Effectively, these rules cause the U .S . share
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holder to include in income an am ount that represents the C F C ’s increase in
U .S . property holdings to the extent such an am ount would have been a div
idend if distributed.

Under the pre-1993 rules, the amount of subpart F income that must
be recognized by U.S. shareholders is measured by the increase in invest
ment in U.S. property, but limited to the amount that would have
constituted a dividend if the investment had been distributed to the U.S.
shareholders. Earnings and profits for determining dividend treatment do
not include amounts that have been included in the gross income of a
U.S. shareholder under sections 951 or 551 and have not been distrib
uted. Amounts included under section 551 or that would have been
included except for the fact that the amounts were distributed to the
U.S. shareholder during the taxable year are also not included for deter
mining dividend treatment.
E xam ple 8 .1 7 . Zenon Ltd., a C F C and calendar-year taxpayer, had invest

ments in U .S . property o f $75,000 on December 31, 1991, and $145,000 on
December 31, 1992. Zenon Ltd. had $40,000 o f income for the year ended
December 31, 1992, o f which $25,000 was subpart F income. Earnings and
profits not previously taxed to U .S . shareholders were $60,000. U .S . share
holders must include in income $25,000 of subpart F income and $45,000
from the increase in investm ent in U .S . property. T h e $45,000 is calculated
from the increase in investm ent in U .S . property ($145,000 — $75,000 =
$70,000) less subpart F income subject to the earnings and profits lim itation
( $ 7 0 ,0 0 0 — $25,000 = $45,000). Because earnings and profits are $60,000,
the entire $45,000 must be included.

A U.S. shareholder may prefer to invest in U.S. property (for exam
ple, via loans) rather than remit profits by means of a dividend because
foreign withholding taxes may be avoided. (Some foreign jurisdictions
will recharacterize the investment as a dividend and subject it to with
holding tax.) This will produce a lower effective foreign tax rate until an
actual dividend is paid, thereby possibly alleviating an excess foreign tax
credit problem. Furthermore, by investing in U.S. property, the U.S.
shareholder might be able to cause the income to skip over higher-tier
corporations, which could not be done if a dividend from the lower-tier
corporation was desired. The U.S. shareholder might therefore be able to
repatriate earnings with the desired effective foreign tax rate. It is possi
ble, however, that the IRS may treat the investment as a constructive
dividend from the lower tier to a higher tier, coupled with an investment
in U.S. property by the higher-tier corporation.
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One should also note that the inclusion of income from increases in
earnings invested in U.S. property under section 956 is not subject to
either the de minimis rule or the full-inclusion rule otherwise applicable
to foreign base company income under section 954.
Earnings Invested in Excess Passive Assets

Congress created a new subset of currently includable income in the 1993
Tax Act that was directed at removing the tax deferral privilege from
“excessive quantities” of active business earnings that were invested in
passive foreign assets. Congress was concerned that the accumulated earn
ings tax and the passive foreign investment company (PFIC) rules did not
sufficiently restrict the benefits of deferral in situations in which a CFC
invested earnings in passive assets rather than active business assets. New
section 956A is designed to provide objective criteria to measure when a
CFC’s earnings and profits have been invested in “excess passive assets.”
Under section 951(a)(1)(C), a U.S. shareholder of a CFC includes
in gross income the amount computed under section 956A less previ
ously taxed earnings and profits (subpart F income and section 956
investments in U.S. property) that are invested in excess passive assets.
The section 956A amount is the lesser of the following two amounts: (1)
The excess of the shareholder’s pro rata share of the amount of the CFC’s
excess passive assets for the taxable year over that portion of the CFC’s
earnings and profits that has been previously included in the share
holder’s gross income as an investment in excess passive assets; or (2) the
shareholder’s pro rata share of the CFC’s “applicable earnings.”
A passive asset for purposes of section 956A is any asset held by the
CFC that produces passive income or is held for the production of pas
sive income (section 956A(c)(2)). Passive income is generally foreign
personal holding company income, subject to the exceptions listed in
section 1296(b). The PFIC look-through rules and related person rules
also apply in computing passive income under section 956A. Under the
look-through rule (section 1296(c)), a CFC is treated as owning its pro
portionate share of assets and receiving directly its proportionate share of
income of a corporation in which it owns 25 percent (by value) of the
corporation’s stock. In addition, the nature (active or passive) of divi
dends, interest, rents, or royalties received from a related person (as
defined in section 954(d)(3)) is determined by the character of income
out of which the distributions are paid. Passive assets do not include any
U.S. property (as defined in section 956).
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Investment in passive assets is treated as excessive to the extent the
average amounts invested in passive assets at the end of each quarter
exceed 25 percent of the average amounts invested in total assets at the
end of each quarter. The amount invested in an asset is the asset’s
adjusted basis as computed for earnings and profits purposes. Special rules
apply to leased tangible personal property and intangible property. For
leased tangible personal property, the amount of adjusted basis is imputed
to be the unamortized portion of the present value of the payments under
the lease for the use of such property (section 1297(d)). This rule only
applies to property leased by the CFC from an unrelated person for a
term of at least 12 months. With respect to intangible property, the CFC
increases the adjusted basis by its non-reimbursed research or experimen
tal expenditures (as defined in section 174) incurred in the current
taxable year and the two preceding taxable years. In the case of licensed
intangibles used in the active conduct of a trade or business, the CFC
increases the adjusted basis of its total assets by 3 times the amount of
payments made during the current taxable year for use of the property.
For purposes of making the excess passive assets computation, CFCs
that are members of the same CFC group are treated as one CFC (sec
tion 956A (d)(l)). A CFC group is defined in section 956A(d)(2) as one
or more chains of CFC’s connected through stock ownership with a “top
tier” CFC that owns directly more than 50 percent (vote or value) of the
stock of at least one other CFC. To be included in the CFC group, other
CFCs must be owned (directly or indirectly) more than 50 percent by
one or more other members of the group.
A CFC’s applicable earnings is defined in section 956A(b) as the
CFC’s current and accumulated earnings and profits less current year dis
tributions and less amounts previously included in the U.S. shareholder’s
gross income under section 956 (investment in U.S. property) or section
956A. A deficit in accumulated earnings and profits is ignored in com
puting applicable earnings. Only earnings and profits accumulated in
taxable years beginning after September 30, 1993 are included in the
computation. Similarly, only distributions of previously taxed income
made out of such earnings and profits enter into the computation.
E xam ple 8 .1 8 . C alvert Ltd., a foreign corporation, is a wholly-owned C F C of

Brooks Corporation, a dom estic corporation. For its taxable year ending in
1994, C alvert had an average quarterly investm ent in total assets o f $100. Its
average quarterly investm ent in passive assets was $35. It had no investment
in U .S . property. Current and accumulated earnings and profits were $25,
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none o f which was previously included in Brooks’ income under subpart F
and $15 o f which was accumulated in taxable years beginning after
Septem ber 30, 1993. For 1994, C alvert Ltd. is treated as having excess pas
sive assets o f $10 ($35 — 125% x $100]). T h e amount included in gross
income under section 95 6 A is also $10, the lesser o f $10 or $15 (post-1993
earnings). Rem aining earnings and profits are $25, $10 of which is treated as
previously taxed income under section 9 5 9 (c )(1)(B ).33
Exam ple 8 .1 9 . For 1995, the average quarterly investm ent in total assets was
still $100. T h e average quarterly investm ent in passive assets was $40.
Calvert earns $5 o f subpart F income during 1995, which is included in
Brooks’ current income but is not distributed. Earnings and profits is now
$30, $20 o f which is earned post-1993. Excess passive assets is $15 ($40 —
125% X $100]), but this amount is reduced to $5 by the am ount previously
taxed under section 956A ($10). A pplicable earnings is $10, the post-1993
balance o f $20 minus the $5 o f previously taxed subpart F income and the $5
of previously taxed section 956A income. T he section 956A amount is $5,
the lesser of the two computations. T h e amount included in gross income
under section 9 5 1 (a )(1 )(C ), however, is zero. T his results because the section
956A amount ($5) does not exceed the amount o f previously taxed subpart F
earnings (also $5). In essence, the rules treat the C F C as having invested the
previously taxed income in the excess passive assets and do not subject such
incom e to taxation twice. T h e accum ulated balance in earnings and profits
is $30, $15 o f which have been previously taxed under section 9 5 6 A .34
E xam ple 8 .2 0 . For 1996, Calvert Ltd. earns $5 o f subpart F income, $10 o f
nonsubpart F income, and distributes $20 to Brooks. Its average quarterly
investm ent in total assets was still $100, and the average quarterly invest
ment in passive assets remained at $40. Pre-distribution earnings and profits
is now $45, $35 of which is earned post-1993. T h e $5 o f subpart F income is
included in Brooks’ gross income and is treated as previously taxed income
under section 9 5 9 (c)(2 ). T h e $20 distribution is first treated as having been
paid out o f earnings previously taxed under section 95 6 A ($15). T h e next $5
is treated as having been paid out o f previously taxed subpart F income.
Excess passive assets is $15 ($40 — 125% x $100]). Because all o f the income
previously taxed under section 956A was deemed to be distributed, no reduc
tions are made to this amount. A pplicable earnings is $15, the post-1993
balance o f $35 minus the $20 distribution in the current year (earnings and
profits no longer include any previously taxed income under section 956A ).
T he section 956A amount is thus $15, and the amount included in gross

33S. Rep. No. 36, 103d Cong., 1st Sess. (1993).
34Ibid.
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income under section 9 5 1 (a )(1 )(C ) is also $15. T his results because the sec
tion 956A amount ($15) is not reduced by any undistributed amount of
previously taxed subpart F earnings. In essence, the rules treat the C F C as
having distributed the previously taxed income and investing the deferred
income in the excess passive assets. T he accumulated balance in earnings
and profits is $25, $15 o f which is attributable to post-1993 eam ings.35

Deemed and Actual Distributions of CFC Income
A U.S. shareholder of a CFC must include in gross income deemed dis
tributions under section 951. In addition, a U.S. shareholder may also be
required to include in gross income amounts received as distributions
from a CFC.
Deemed Distributions From a CFC
Ownership Requirements. A foreign corporation must be a CFC for an
uninterrupted period of at least thirty days during its taxable year before
the U.S. shareholders of that foreign corporation are subject to the sub
part F provisions (section 951(a)(1)). The thirty-day requirement must
be met each year.
A U.S. shareholder who owns stock in a foreign corporation on the
last day of the taxable year during which the corporation is a CFC is
treated as receiving a deemed dividend from the CFC equal to the share
holder’s pro rata share of section 951 income. A U.S. shareholder’s pro
rata share of subpart F income is computed using the following formula:

Pro rata share o f
subpart F income to
U .S . shareholder
(before lim itations)

Percent
o f stock
owned at
year-end

N um ber of days
the corporation
Subpart F
was a C F C
X
X
income
Total number of
days in the year

The U.S. shareholder’s percent of stock owned includes stock owned
directly and indirectly through other foreign corporations using the indi
rect ownership rules of section 958(a). Again it is noted that for purposes

35 Ibid.
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of determining if a U.S. shareholder is subject to subpart F, the attribu
tion rules of section 958(b) apply. For determining the amount of subpart
F income attributable to this stock, however, only the rules of section
958(a) apply.
E xam ple 8 .2 1 . G am m a Company, a dom estic corporation, owns 51 percent

of O m ega Ltd., a foreign corporation, which in turn owns 51 percent of
X eno Ltd., a foreign corporation. U nder the ownership rules o f section
958(b), O m ega Ltd. and X eno Ltd. are both CFO s because G am m a
Com pany is considered to own 100 percent o f O m ega Ltd. and 100 percent
o f X eno Ltd. If X eno Ltd. has $10,000 o f subpart F incom e, G am m a
Com pany will be required to include $2,601 in gross income attributable to
stock owned under section 958(a) ($10,000 X 51% X 51% ).

If the corporation was controlled for less than the entire year (but for
at least thirty consecutive days), subpart F income is reduced to the
shareholders on a pro rata basis for every day it was not so controlled.
The calculation is based on the year’s entire subpart F income. As a
result, if a foreign corporation is controlled for only two months of the
year, the corporation must still account for subpart F income for the full
twelve months. For example, if the corporation was controlled for the
first six months of the year and the total year’s subpart F income was
$1,000, then $496 ($1,000 x 181/365) would be treated as subpart F
income on a pro rata basis.
The pro rata share that must be recognized by a U.S. shareholder is
not to exceed a pro rata share of earnings and profits of the CFC.
Earnings and profits are reduced for blocked income (that is, amounts
that may not be paid out because of legal restrictions).
The U.S. shareholder who owns the stock of the CFC at year-end is
liable for the CFC’s entire year’s subpart F income. However, relief is pro
vided in situations in which stock is acquired sometime during the year.
A dividend paid during the year to a previous owner can reduce the
amount of subpart F income that the present shareholder must recognize.
The reduction is limited to the previous owner’s pro rata portion of the
subpart F income for the entire year (computed on a daily basis), even if
the corporation was not a CFC for the entire year. The formula for such a
calculation is as follows:

Reduction of
subpart F income

Pro rata share
of subpart F income

Num ber o f days
stock now owned
X
Total number
o f days in year
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E xam ple 8 .2 2 . A lph a Ltd., a foreign corporation, has $1,000 o f subpart F

income during the taxable year. Beta C o., a dom estic corporation, purchased
a 60-percent interest in A lpha on M arch 14 o f the taxable year. A lph a was a
C F C for 292 days during the year. A dividend o f $350 was paid prior to
M arch 14. Shareholder Beta’s pro rata share o f subpart F income would be
$360, computed as follows:
1.
2.
3.
4.
5.

Total subpart F income for the entire year
Beta’s interest in A lph a
Beta’s pro rata share o f total subpart F income
Days in year A lph a was a C F C (292/365)
Subpart F income included in gross income by
Beta before reduction of dividends paid to
prior shareholders
Less:
6. Dividends paid to prior shareholders
7. Beta’s pro rata share o f subpart F income for
the entire year
N um ber o f days in the year the stock was not
held by Beta— 73/365

$ 1,000
.60
600
X .80

X

$480

$350
$600
X.20
$120
$120

8. Lesser o f line 6 or line 7
9. Beta’s pro rata share o f subpart F income
(line 5 less line 8)

$360

The total current earnings and profits of a CFC must be converted to
a pro rata share of earnings and profits for each U.S. shareholder accord
ing to the following formula:
Pro rata
Total current
share o f =
earnings and - Blocked
earnings
\ profits
income

Percentage
X o f stock

owned

In the event of ownership of more than one CFC, an adjustment is
made to the foregoing formula for direct and indirect deficits in earnings
and profits.
Blocked Income. Treas. Reg. Sec. 1.964-2 provides that any amount of

earnings and profits of a CFC subject to a currency or other restriction
imposed under the laws of any foreign country on distributions to share
holders will not be included in earnings and profits for purposes of
subpart F, withdrawal of previously excluded subpart F income from
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investment in foreign shipping operations or less developed countries,
and investment of earnings in U.S. property.
Income is considered to be blocked only when it is subject to a cur
rency or other restriction throughout a 150-day period beginning ninety
days before the close of the taxable year, and ending sixty days after the
close of such taxable year.
A valid restriction or limitation occurs only when payment of divi
dends to U.S. shareholders is prevented or the ready conversion of
currency into U.S. dollars is prevented. A currency restriction will not
be considered to exist unless export restrictions are also imposed. Such
restrictions must prevent the exportation of property (of a type normally
owned by the CFC in the operation of its business) that could be readily
converted into U.S. dollars. A currency restriction will not be considered
to exist unless the U.S. shareholders have exhausted all available proce
dures for distribution.
Earnings and profits can be reduced for mandatory reserves placed on
a CFC by the laws of a foreign country. Upon removal of the restrictions,
the income previously deferred from taxation is taxable subject to the
limits of Treas. Reg. Sec. 1.964-2(c).
Reduction of Earnings and Profits for Deficits. Prior to the enactment of

the Tax Reform Act of 1986, a CFC could use a current deficit in earn
ings and profits in any income category (including nonsubpart F income
categories) to offset positive current earnings and profits and thereby
reduce the currently taxable distributed subpart F income. In addition,
deficits in earnings and profits from prior years could be used to offset
current-year earnings and profits (the “accumulated deficit rule”). If the
CFC was part of a chain of C FC s, the deficit in earnings and profits of
one CFC could be used to offset the earnings and profits of another CFC
in the chain (the “chain deficit rule”).
C ongress repealed the chain deficit rule for taxable years beginning
in 1987 except in limited cases involving mergers and acquisitions.
Preacquisition deficits of an acquired corporation may be used to offset
postacquisition earnings and profits of the acquiring corporation only to
the extent the U.S. shareholders of the acquiring corporation had own
ership interests in the acquired corporation when the deficits arose and
the acquired corporation was a CFC in that year.
C ongress also restricted the use of the accumulated deficit rule (sec
tion 952(c)). For taxable years beginning in 1987 and thereafter, only
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accumulated deficits in foreign base company shipping income, foreign
base company oil-related income, subpart F insurance income, or FPHC
income of a CFC may be used to offset the current year’s earnings and
profits. Such deficits may only be offset against the current earnings and
profits relating to the same category of income. (A deficit in FPHC
income may be used only to offset current earnings and profits relating to
FPHC income.) Deficits arising from insurance income may be carried
forward only if the CFC is predominantly engaged in the active conduct
of an insurance business in both the year in which the deficit arose and
the year to which it is carried. The accumulated deficit rule applies to
FPHC income only if the CFC is predominantly engaged in the active
conduct of a banking, financing, or similar business.
E xam ple 8 .2 3 . In 1994, T h eta Corporation, a C F C that is wholly owned by a
U .S . shareholder, incurred a $100 deficit in current earnings and profits, $60
o f which was due to foreign base company shipping activities and $40 of
which was related to foreign base company oil-related activities. In 1995,
T h eta earned $90 o f foreign base company shipping income, $20 o f foreign
oil-related income, and $10 of foreign base company services income. U nder
section 9 5 2 (c )(2 )(B ), T h eta may offset the full $60 accumulated deficit from
foreign base company shipping income against the current earnings and
profits from foreign base company shipping income (assumed here to be
$90). O nly $20 o f the accumulated deficit from foreign oil-related activities
may offset the $20 o f current earnings and profits from foreign base company
oil-related income, leaving an accumulated deficit carryforward o f $20. N one
o f the accumulated deficit may be used to offset the earnings and profits from
foreign base company services incom e.36

Current deficits in earnings and profits of any category of income
may be used to offset current earnings and profits from subpart F income.
However, section 952(c)(2) recharacterizes any excess current earnings
and profits over subpart F income in future years as subpart F income to
the extent prior-year deficits reduced subpart F income. Recapture rules
similar to the loss recapture rules for the foreign tax credit separate limi
tation categories are applied to subpart F income recapture.
E xam ple 8 .2 4 . Assum e T heta Corporation has a $100 deficit in its nonsub
part F general lim itation E & P category in 1994. T h eta also has $200 of
current E & P in its passive lim itation category. T his passive income qualifies

36This example is taken from the Joint Committee on Taxation,
T a x R e fo rm A c t o f 1 9 8 6 , 985-86.
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as FP H C income and is subject to subpart F. T h eta is permitted to offset the
$100 deficit in its general lim itation E & P against the $200 o f passive E & R
Subpart F income included in the U .S . shareholder’s gross income is $100
(lim ited to E& P ). If in 1995, T heta reports $200 o f income in its general
lim itation E & P and $200 in its passive (FPH C ) E&P, T h eta must recharac
terize $100 of the general lim itation E & P to passive (FP H C ) E & P T he
subpart F inclusion for 1995 is $300.37

Distributions From a CFC

When a CFC repatriates earnings to its U.S. shareholders, the earnings
and profits (E&P) out of which the distribution is made may be com
prised of two types of earnings: (1) income not previously taxed to the
CFC’s U.S. shareholders (i.e., non-subpart F income), or (2) income that
has previously been taxed to the CFC’s U.S. shareholders under section
951. Section 951 income includes subpart F income, earnings invested in
U.S. property, and earnings invested in excess passive assets. Income that
has previously been taxed to the CFC’s U.S. shareholders is not included
in these shareholders’ incomes a second time when distributed or when
invested in U.S. property or excess passive assets (section 959(a)). A
withholding tax may be imposed by the foreign government on the
actual distribution. Special provisions are necessary to allow a foreign tax
credit for withholding taxes imposed on distributions of such “previously
taxed income” (PTI) (section 960(b)). The objective of section 959 is to
prevent the double taxation of a CFC’s earnings by the United States.
Maintenance of E&P Accounts. A CFC must maintain separate E&P
accounts for each foreign tax credit (FTC) limitation category of income
(for example, general limitation, passive, high withholding tax interest).
Each E&P account maintained by the CFC is divided into three pools
(section 959(c)). These three pools consist of (1) E&P attributable to
earnings invested in U.S. property (section 956(a)(2)) and included in
shareholder income under section 951(a)(1)(B) and E&P attributable to
earnings invested in excess passive assets and included in shareholder
income under section 951(a)(1)(C) (the section 959(c)(1) pool); (2)
E&P attributable to earnings included in shareholder income as subpart
F income under section 951(a)(1)(A) (the section 959(c)(2) pool); and

Ibid.
7
3
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(3) E&P attributable to earnings that have not been subject to U.S. tax
ation at the shareholder level (the section 959(c)(3) pool). These E&P
accounts must be maintained at the shareholder level (only one E&P
account must be maintained for each FTC limitation category if the
CFC is a wholly owned subsidiary of a U.S. corporation). A CFC may
elect to combine its two E&P accounts that contain PTI (the section
959(c)(1) and section 959(c)(2) pools).
Distributions From the E&P Pools. Distributions from a CFC are taxable
only to the extent they are paid out of the section 959(c)(3) E&P pool.
A CFC distribution is treated as paid from the current and accumulated
E&P from one E&P pool before it is treated as paid from a second E&P
pool. The E&P pools from which a distribution is deemed paid are
ordered as follows: (1) section 959(c)(1) E&P is distributed first; (2) sec
tion 959(c)(2) E&P is distributed second; and (3) section 959(c)(3)
E&P (taxable distributions) is distributed last. Previously taxed income
(the section 959(c)(1) and section 959(c)(2) pools) is treated as distrib
uted on a last-in first-out (LIFO) basis. Section 959(c) states that “section
316 shall be applied by applying paragraph (2) thereof, and then para
graph (1).” If more than one E&P account is maintained (that is, the
CFC has income in more than one foreign tax credit limitation basket),
a previously taxed income distribution is treated as paid pro rata from
each account. Distributions from the section 959(c)(3) pool are eligible
for the section 902 credit, and the E&P pool is maintained on a cumula
tive basis (that is, the E&P and foreign taxes are “pooled” within the
pool).
E xam ple 8 .2 5 . Fortuna PLC , a wholly-owned U .K . subsidiary o f Bonanza
Corporation, a U .S . corporation, reported the following amounts in its gen
eral lim itation E & P account (assume this is the only E & P account):
C la ssific a tio n o f E & P

(c )(2 )

(c )(3 )

Year

(c)(1 )

1991

£ -0 -

1992

-0 -

400

500

1993

100

200

600

1994

200

100

300

£ 300

£1,000

£1,600

£

300

£

200
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During 1994, Fortuna made a distribution of £900 to Bonanza Corporation.
T he distribution is deemed to be paid out o f the following E& P pools:
Amount

Year

E & P Pool

£200

1994

(c)(1 )

100

1993

(c )(1 )

100

1994

(c )(2 )

200

1993

(c)(2 )

300
£900

1992

(c)(2 )

T h e entire distribution is treated as previously taxed income because it is
deemed paid from the section 9 5 9 (c)(1 ) and section 9 5 9 (c)(2 ) pools.
Fortuna's remaining balances in its E & P pools are as follows:
(c )(3 )

Year

(c)(1 )

(c)(2 )

1991

£ -0 -

£300

1992

-0 -

100

500

1993

-0 -

-0 -

600

1994

-0 £ -0 -

-0 £400

£

200

300
£1,600

Distributions of PTI Through CFC Tiers. When previously taxed income

(PTI) of a lower-tier CFC is distributed to a higher-tier CFC or to the U.S.
shareholder, such income is not taxed a second time to the U.S. sharehold
ers (section 959(b)). Under section 959(b), PTI retains its section 959(c)
characteristics when it is distributed from a lower-tier CFC to a higher-tier
CFC. Previously taxed subpart F income (section 959(c)(2) E&P pool)
distributed from a second tier CFC to a first tier CFC is added to the first
tier CFC’s section 959(c)(2) E&P pool. The PTI is added to the “layer”
(year) in the section 959(c)(2) E&P pool in which the subpart F income
was included in the U.S. shareholder’s income (Treas. Reg. Sec. 1.9593(b)(3)). PTI of a lower-tier CFC in a higher-tier CFC’s E&P pool is
considered paid to the U.S. shareholder before the PTI of the highertier CFC.
E xam ple 8 .2 6 . G em ini corporation, a U .S. corporation, owns 100 percent of
C astor Corporation, a U .K . corporation. C astor Corporation owns 100 per-
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cent o f Pollux Corporation, also a U .K . corporation. C astor and Pollux have
the following amounts in their general lim itation E & P accounts:
C a s to r C orp oratio n
Year

(c )(2 )

(c )(1 )

£ 300

1991

(c )(3 )

£

200

1992

-0 -

400

500

1993

100

200

600

200

100

£300

£1,000

300
£1,600

(c )(2 )

(c )(3 )

1994

P ollux C o rp o ratio n
Year

(c )(1 )

1991

£-0 -

1992

-0 -

200

300

100
200

300

200

400

£300

£1,000

100
£1,000

1993
1994

£

100

£

400

During 1994, Pollux Corporation distributed £1,200 to C astor Corporation.
T h e distribution is deemed to be paid out o f the following E & P pools:
Amount

Year

E & P Pool

£

1994
1993

(c )(1 )

100
400
300

1994
1993

(c )(1 )
(c )(2 )
(c )(2 )

200

1992

(c )(2 )

200

£ 1,200
T he entire distribution would be treated as a distribution o f Pollux’s PTI and
would be added to Castor’s layers of E & P in the same pools out of which the
distribution was deemed paid. Castor’s E & P balances would now be as follows:
Year

(c)(1)

(c )(2 )

£

(c)(3)

1992

-0 -

300
600

1993

200
400

500
500

300

£600

£1,900

£1,600

1991

1994

£

200
500
600
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A ny withholding taxes paid by C astor on the receipt of the distribution
reduce the amount o f the distribution included in the E& P categories (it is
not offset by a section 78 gross-up). Such taxes increase C astor’s pool of post1986 foreign taxes paid for purposes of any deem ed-paid credits on
distributions to G em ini Corporation.

Exchange Gain or Loss on PTI Distributions. A U.S. shareholder may be

required to recognize an exchange gain or loss (ordinary income or loss)
due to exchange rate fluctuations between the time of the deemed distri
bution and the time of the actual distribution (section 986(c)). The
exchange gain or loss is computed from the total pool of E&P even
though PTI is treated as distributed on a year-by-year basis. In order to
compute exchange gain or loss, PTI must be maintained in the CFC’s
functional currency and in U.S. dollars. When PTI is distributed, the
CFC must calculate the “dollar basis” attributable to that PTI from the
pool of post-1986 E&P from which it is distributed. The dollar basis of
the PTI distributed is computed as follows:
D ollar basis o f post1986 PTI less the
dollar basis o f prior
year distributions o f
post-1986 PTI

U n its o f PTI distributed
in functional currency
X

Total units o f PTI for post-1986
years less prior distributions
o f post-1986 PTI

The exchange gain or loss is the difference between the dollar value of
the actual PTI distribution (translated at the spot rate at the date of dis
tribution) and the dollar basis attributed to the PTI distribution
(computed above).
E xam ple 8 .2 7 . Calliope Corporation is a 100%-owned U .K . subsidiary of

Muse Corporation, a U .S . corporation. C alliope Corporation’s section
9 5 9 (c)(2 ) E & P pool for its general lim itation income is as follows:
Year

Functional Currency

1994

£1,000

$ 2,000

(£1:$2.00)

1993

2,000

3,500

(£1:$1.50)

1992

4,000

7,000

(£1:$1.75)

1991

1,000

1,500

(£1:$1.50)

£8,000

$14,000

U .S . Dollars

During 1994, C alliope Corporation made a £4,000 distribution to Muse
Corporation out o f its section 9 5 9 (c)(2 ) E & P at a time when the exchange
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rate was £1:$1.85. In dollars, the distribution is $7,400. T h e dollar basis
attributable to the PTI distribution is computed as follows: $14,000 X
£4,000/£8,000 = $7,000. Even though the PTI distribution is nontaxable,
the U .S . shareholder must recognize an exchange gain under section 986(c)
o f $400 ($7,400 - $7,000) on the actual distribution (this is treated as ordi
nary incom e).

If there exists more than one category of FTC income, the exchange
gain or loss must be computed separately for each income category. PTI is
treated as distributed pro rata out of the E&P of each separate FTC cate
gory using the following formula:
Distribution o f PTI
attributable to the
taxable year

X

PTI in each separate
category for that year
Total PTI in all separate
categories for that year

E xam ple 8 .2 8 . Assum e in the previous exam ple that Calliope had two F T C
categories o f section 9 5 9 (c)(2 ) E& P: general lim itation and passive. T he
account balances are as follows:
G e n e r a l L im itatio n
U .S . D o lla rs

Y ear

F u n c tio n a l C u r re n c y

1994

£1,000

$ 2,000

(£1:$2.00)

1993

2,000
4,000
1,000

3,500

(£1:$1.50)

7,000

(£1:$1.75)

1,500

(£1:$1.50)

£8,000

$14,000

1992
1991

P a ssiv e
U . S . D o lla rs

Y ear

F u n c tio n a l C u r re n c y

1994

£1,000

$2,000

(£1:$2.00)

1993

2,000

3,500

(£1:$1.50)

-0 -

(£1:$1.75)

1,500
$7,000

(£1:$1.50)

1992

-0 -

1991

1,000
£4,000

During 1994, Calliope Corporation made an £8,000 distribution to Muse
Corporation out o f its section 9 5 9 (c)(2 ) E & P at a time when the exchange
rate was £1:$1.85. In dollars, the distribution is $14,800. T h e dollar basis
attributable to the PTI distribution must be allocated between general lim i
tation and passive income as follows:
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Y ear

G e n e r a l L im itatio n

P a ssiv e

1994

£1,000

£1,000

1993

2,000

2,000

2,000

-0 £3,000

1992

£5,000
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T h e dollar basis attributable to the PTI distribution from general lim itation
income is computed as follows: $14,000 X £5,000/£8,000 = $8,750. T h e
dollar basis attributable to the PT I distribution from passive incom e is com 
puted as follows: $7,000 X £3,000/£4,000 = $5,250. Muse Corporation
recognizes an exchange gain of $500 on the distribution from the general
lim itation category as follows: $9,250 ($1.85 X £5,000) — $8,750 = $500.
Muse Corporation recognizes an exchange gain o f $300 on the distribution
from the passive lim itation category as follows: $5,550 ($1.85 X £3,000) —
$5,250 = $300. T his exchange gain is included in Muse Corporation’s F T C
basket for general lim itation income ($500) and passive income ($300).

Election by Individuals to Be Subject to Tax at
Corporate Rates
Section 962 provides that U.S. shareholders of a CFC who are individu
als, trusts, or estates may elect to be taxed on undistributed section
951(a) income at domestic corporate rates. This election is made by
filing a statement with the U.S. shareholder’s return (Treas. Reg. Sec.
1.962-2(b)). Section 962 provides a second temporary benefit to electing
taxpayers by allowing a deemed-paid foreign tax credit to be taken for
foreign income taxes paid by a CFC. Individuals are not ordinarily
allowed to take a deemed-paid foreign tax credit.
Section 962(c) provides that each electing U.S. shareholder is
allowed to use the corporate graduated rate brackets only once. If a U.S.
shareholder has section 951 income from more than one CFC, all such
income must be combined for tax computation purposes.
The deemed-paid credit allowed to individuals is only temporarily
allowed. When the previously taxed income (under section 962) is later
distributed, the distribution must be recognized as income to the extent
that earnings and profits of the CFC exceed the income taxes paid by
such a shareholder (section 962(d)). In other words, the only benefit
allowed for taxes previously paid under this election is a deduction, not a
credit.
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The election achieves a deferral from U.S. taxation, the value of
which depends on the marginal tax bracket of the U.S. shareholder and
the length of deferral (time value of temporary savings).
Exam ple 8 .2 9 . Am y Baker, an unmarried individual, owns all the stock of
W illin Ltd., a foreign corporation. W illin Ltd. has subpart F income of
$85,000 for 1994 after payment o f $15,000 o f foreign taxes. Baker has
$100,000 of taxable income from U .S . sources. If Baker elects under section
962 to be subject to tax at corporate rates on the subpart F income, her 1994
tax is computed as follows:

Tax on U .S . taxable income o f $100,000

$26,390

Tax on subpart F income at corporate rates
($85,000 + $15,000 gross-up = $100,000)

$22,250

Foreign tax credit

15,000

N et tax payable on subpart F income

7,250

N et U .S . tax payable

$33,640

N et U .S . tax payable if section 962 is not elected
(1994 tax rates): tax on $185,000

$56,240

If in 1995 W illin Ltd. distributed the $85,000 to Baker and Baker has taxable income from other sources o f $100,000, her 1995 U .S . tax is computed
as follows:
A m ount distributed net o f U .S . tax actually
paid ($85,000 - $7,250) =

$ 77,750

100,000

U .S . taxable income
Tax (using 1994 tax rates) on:

$177,750

$53,630

Com paring the effects o f the section 962 election, the tax payable on
$85,000 subpart F income with the section 962 election is as follows:
Tax payable for 1994
Tax payable for 1995 on $77,750
Tax payable on $85,000 subpart F income
without the section 962 election
A dditional tax paid on account of
the section 962 election

$ 7,250
27,240

$34,490
20,250
$14,240

Adjustm ent to the Basis of Stock in a CFC
Section 961 provides that the basis of a U.S. shareholder’s stock in a
CFC is increased by the amount required to be included in gross income
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under section 951(a). In the case of a U.S. shareholder who has elected
to be taxed as a corporation under section 962, the increase in basis can
not exceed an amount equal to the amount of tax paid with respect to
the section 951(a) income (Treas. Reg. Sec. 1.961-1(a)(2)).
Distributions that are excluded from gross income under section
959(a) reduce the basis of a U.S. shareholder’s stock (Treas. Reg. Sec.
1.961-2(a)(2)). A U.S. shareholder who has elected to be taxed as a cor
poration under section 962 cannot reduce the basis of stock by an
amount exceeding the amount excluded from gross income under section
959(a) after section 962(d) is applied.
Tax Years of Controlled Foreign Corporations

As part of the Revenue Recognition Act of 1989, Congress enacted new
section 898, which requires that certain CFCs and FPHCs (a “specified
foreign corporation”) adopt the same tax year as their majority U.S.
shareholder. CFCs are subject to this rule when a U.S. shareholder owns,
on each “testing day,” more than 50 percent of the total voting power or
the total value of stock of the CFC. The testing days are either (1) The
first day of the CFC’s taxable year; or (2) The days during a representa
tive period prescribed by regulations. The CFC may elect a taxable year
that begins one month earlier than the tax year of the majority U.S.
shareholder. Tax year conformity is only required if the specified foreign
corporation generates includable subpart F or foreign personal holding
company income (Prop. Treas. Reg. Sec. 1.898-1(c)(1)).
Estimated Taxes

Under the recently approved GATT legislation, U.S. shareholders must
now include, on a current basis, their share of subpart F income in the
calculation of estimated taxes using the annualization method. For years
beginning before 1995, the IRS held that a U.S. shareholder could treat
income inclusions under subpart F as income received by the shareholder
on the last day of the CFC’s taxable year for purposes of computing esti
mated taxes using the annualization method.38 For taxable years
beginning in 1995, subpart F income must now be taken into account for
estimated tax purposes in a manner similar to the manner in which part
nership income is taken into account. Foreign tax credits allocable to

38LTR 9233001 (April 2 8 , 1992)
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includable subpart F income are to be taken into account in making the
estimated tax computation. A safe harbor is provided for corporate tax
payers that own directly or indirectly more than 50 percent of the
corporation’s stock (vote or value). Such taxpayers can elect to pay
annualized estimated taxes based on 115 percent of the corporation’s
“relevant prior-year inclusions.” The relevant prior year is the second
preceding year for first and second quarter installment payments and the
first preceding year for third and fourth quarter payments. For all other
shareholders, the safe harbor is reduced to 100 percent of the relevant
prior-year inclusions.

9

Rules for Foreign
Personal Holding
Companies
Ever since the corporation has been a separate taxable entity, sharehold
ers have attempted to accomplish certain tax savings by using the
corporation as a tax shelter. Congress has enacted several laws to prevent
corporations from being used for nonbusiness and tax-avoidance pur
poses. In 1921 Congress passed the accumulated earnings tax to
encourage the payment of dividends by corporations with accumulations
beyond “reasonable needs.” The imposition of this tax is based on a sub
jective requirement that the government show that the corporation was
“formed or availed of for the purpose of avoiding the income tax with
respect to its shareholders” (section 532(a)).
In 1934 Congress passed the personal holding company provisions,
which took a more objective approach to curtailing shareholder abuse of
corporate entities. The provisions established mechanical tests that,
when met, assessed a penalty tax to a corporation on its undistributed
personal holding company income. These provisions, however, did not
effectively reach and curtail abuses in U.S. taxpayers’ use of foreign cor323
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porations to accomplish similar U.S. tax savings. Foreign corporations
provided opportunities such as the following:
•
•

•

•
•

•

Sheltering passive income (such as interest or dividends) from high
U.S. individual taxes (that is, “incorporated pocketbooks” )
Holding appreciated property, which on a subsequent sale could
realize a gain outside the United States and, therefore, not be sub
ject to current U.S. taxation
Generating deductions against U.S. taxable income that amounted
to little more than shifting funds (for example, borrowing from a for
eign corporation and paying interest to that corporation)
Assigning income from personal services so that it would be taxed at
lower foreign income tax rates
Leaving accumulations in a foreign corporation until death, with
ownership being transferred to the heirs at a new stepped-up fair
market value basis
Converting the accumulations in foreign corporations from ordinary
income into long-term capital gains by liquidation of the foreign
corporation or sale of its stock rather than by dividend distributions

In 1937 Congress passed the foreign personal holding company
(FPHC) provisions, presently constituting sections 551 through 558, to
curb tax avoidance through foreign corporations. Under these provisions,
U.S. shareholders are taxed by the United States on their pro rata share
of the undistributed FPHC income of a foreign corporation that is an
FPHC. The income is taxed as if the foreign corporation paid out a divi
dend to a U.S. shareholder who, in turn, made a subsequent capital
contribution to the foreign corporation. Unlike the regular personal
holding company provisions (sections 541-547), the U.S. shareholder is
taxed instead of the corporation. Jurisdictional and enforcement prob
lems are the principal reasons for taxing the U.S. shareholders of the
foreign corporation. Like the personal holding company, an FPHC is not
subject to the accumulated earnings tax (section 532(b)(2)).
A foreign corporation may be a personal holding company or an
FPHC. If the requirements for FPHC provisions are not met, the corpo
ration may still be treated as a personal holding company, in which case
its undistributed U.S.-source income may be subject to the penalty tax of
39.6 percent (see section 542(c)(5), which excludes FPHCs from the
definition of a personal holding company). An FPHC may also be sub
ject to U.S. withholding tax imposed by sections 881 and 882.
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In addition, if the income is taxed to the shareholders under both
the subpart F and the FPHC provisions, the subpart F rules take prece
dence over the FPHC rules with respect to that income (section 951(d)).

Statutory Requirements
An FPHC is a foreign corporation that satisfies the following requirements:
1.

2.

At any time during the year, more than 50 percent of the total com
bined voting power of all classes of stock of such corporation
entitled to vote, or more than 50 percent of the value of stock, is
owned, directly or indirectly, by or for not more than five individuals
who are U.S. citizens or residents (stock ownership requirement).
At least 50 percent (60 percent for the initial year of qualification)
of its gross income is FPHC income (gross income requirement).

Section 552(b) states that the FPHC provisions apply to any foreign
corporation except the following: (1) a corporation exempt from tax
under subchapter F, which, listed at sections 401(a) and 501(c) and (d),
includes nonprofit organizations such as private foundations, farmers’
cooperatives, civic leagues, business leagues, fraternal beneficiary soci
eties or orders, teacher retirement fund associations, and pension plan
trusts; and (2) a banking corporation, provided it can show it was not
formed or availed of for the purpose of evading or avoiding U .S. income
taxes on its shareholders. The regulations (Treas. Reg. Sec. 1.552-4) con
tain the procedures for making such attestations.

Stock Ownership Requirement
For a foreign corporation to be considered an FPHC, more than 50 per
cent of the total value or total combined voting power of its outstanding
stock must be owned, directly or indirectly, by or for not more than
five individuals who are citizens or residents of the United States (these
persons are referred to as the “United States group” ). This requirement is
met if such ownership exists at any time during the taxable year. All
forms and classes of outstanding stock are taken into account for these
purposes. In the FPHC provisions, the stock ownership rules are used—
•

To determine if a foreign corporation’s stock ownership is such
(more than 50 percent) that it is an FPHC (section 552(a)(2)).
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To determine if personal service contract income (25 percent or
more) and rents from certain shareholders (25 percent or more) are
to be included as FPHC income (sections 553(a)(5) and 553(a)(6)).
To determine who is to recognize dividend income from an FPHC
and the amount of dividend income (section 551(a)).

Five or Fewer Individuals

In determining whether the foreign corporation is an FPHC, the statute
and regulations confine the stock ownership requirement to the stock
held directly or indirectly by U.S. citizens and residents who are individ
uals (section 552(a)(2)). Stock owned by other entities (corporations,
partnerships, estates, and trusts) may be attributed to individuals using
the constructive ownership rules of section 554. At least one court inter
preted the term individual as it was used in the 1939 Code FPHC stock
requirement provisions to include domestic corporations.1 Once FPHC
status is reached, the U.S. shareholders who are deemed to receive undis
tributed FPHC income are expanded to include domestic corporations,
partnerships, estates, and trusts (section 551(a)).
Value or Voting Power

The stock ownership tests are based on the total value or combined vot
ing power of the stock. The regulations state that value is to be
determined based on the company’s net worth, earning and dividend
paying capacity, appreciation of assets, plus all other factors bearing on
the value of the stock (Treas. Reg. Sec. 1.552-3(c)). Treasury stock is not
included in the value tests. This approach places a value on total shares
of stock outstanding. Difficulties arise when different classes of stock are
outstanding, and in such cases, value must be allocated among them.
Further guidelines for determining value have been established by the
courts and by Rev. Rul. 59-60.2 The voting-power test was added by the
Tax Reform Act of 1986 to make the FPHC stock ownership require
ment test consistent with the controlled foreign corporation stock

1R o d n ey , In c . v. H o e y , 53 F. Supp. 604 (S.D.N.Y. 1944).
2Rev. Rul. 59-60, 1959-1 C.B. 237. See M a r ia n i F ro z e n F o o d s,

I n c .,

81 T.C. 448 (1983).
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ownership tests found in section 957. As with other voting-power tests,
voting power is generally determined by the shareholders’ ability to elect
members of the board of directors.
Stock Owned Directly or Indirectly

For purposes of determining whether the more than 50-percent stock
ownership requirement of section 552(a)(2) and the 25-percent stock
ownership thresholds of sections 553(a)(5) and 553(a)(6) are met, an
individual must take into account shares of stock that are constructively
owned under the rules of section 554. Shares can be constructively
owned through other entities (corporation, partnership, estate, or trust),
family members, and options. Section 554 does not apply in determining
the amount of dividend income a U.S. shareholder reports from an
FPHC under section 551(b); only direct ownership is applicable in mak
ing that determination.
Corporation, Partnership, Estate, or Trust. Stock of a foreign corporation
owned by a corporation, partnership, estate, or trust is considered owned
proportionally by the respective shareholders, partners, or beneficiaries
(section 554(a)(1)). Stock of a corporation is attributed to the share
holders regardless of their ownership percentage in the corporation.
Although no specific mention is made about how different classes of
stock are to be taken into account, Treas. Reg. Sec. 1.544-1(c) states that
“all forms and classes of stock, however denominated . . . shall be taken
into consideration in applying the constructive ownership rules.” Stock
from a trust or estate is attributed to the present and future beneficiaries
in proportion to their actuarial interests.3
E xam ple 9 .1 . A n individual owns 100 percent o f a domestic corporation,
which owns 40 percent o f a foreign corporation. T h e shareholder o f such
dom estic corporation is deemed to own 40 percent o f the foreign corporation
under section 554 (a)(1 ).

Family and Partnership Ownership. An individual is deemed to own the
shares of stock owned, directly or indirectly, by or for his or her partners,
brothers and sisters (whether by whole or half blood), spouse, ancestors,

3Rev. Rul. 62-155, 1962-2 C.B. 132.
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and lineal descendants (section 554(a)(2)). Stock owned by aunts and
uncles is not attributed to an individual.4
E xam ple 9 .2 . M ark Sm ith owns 100 shares o f Beta Corporation, a foreign
corporation. M ark’s great-grandson also owns 10 shares o f Beta Corporation.
M ark is deemed to own 110 shares for purposes of the stock ownership test
in determining if Beta Corporation is an FPH C.

There are two exceptions to the family and partnership ownership
rule. Stock owned by a nonresident alien (other than a foreign trust or
estate) is not attributed to family members listed in section 552(a)(2)
who are U.S. citizens or resident aliens and who do not own shares of
stock in the foreign corporation, either directly or through attribution
(other than family attribution) (section 554(c)(1)). A U.S. citizen or
resident alien spouse of a nonresident alien is deemed to own the nonres
ident alien’s shares through family attribution. Prior to this change,
which was enacted in the Tax Reform Act of 1984, the Tax Court had
held that attribution of stock owned by two Canadian sisters should not
be made to their brother, who was a U.S. citizen and owned no stock in
the foreign corporation.5
E xam ple 9 .3 . Jean and C osette Hugo, both of whom are nonresident aliens,
own 60 percent and 40 percent, respectively, o f O m ega Corporation, a
foreign corporation. Victoria Hugo, a U .S . citizen, is Jean ’s sister. V ictoria is
not attributed to own Jean ’s shares in O m ega Corporation for purposes o f the
stock ownership test in determining if O m ega Corporation is an FP H C . If
Victoria owned any shares in O m ega Corporation directly, she would be
attributed to own Jean ’s shares in O m ega Corporation.

The second exception pertains to stock owned by a nonresident
alien who is a partner of a U.S. citizen or resident alien. The U.S. part
ner is not attributed ownership of the stock of his or her nonresident
alien partner if the U.S. partner does not own stock in the foreign corpo
ration, either directly or by attribution other than attribution through
partners (section 554(c)(2)).
E xam ple 9 .4 . T hom as Church, a nonresident alien, owns 60 percent of

foreign corporation Zeta. T hom as’s partner, W illiam Temple, a U .S . citizen,
does not own any stock in Zeta. W illiam is not deemed to own any stock in

4Rev. Rul. 59-43, 1959-1 C.B. 146.
5E sta te o f N e ttie S . M ille r, 43 T.C. 760 (1965), n o n a c q . 1966-1 C.B. 4.
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Zeta for purposes o f the stock ownership test in determining if Zeta is an
FPH C. If W illiam or his spouse, brother, sister, ancestor, or lineal descendant
(who also is a U .S . citizen or resident alien) owns any stock in Zeta, then
W illiam will be deemed to own T hom as’s stock in Zeta.

Options and Convertible Securities. Stock that may be acquired by option

is considered owned by the holder of the option.6 The IRS has inter
preted options to include warrants and debentures for purposes of the
option rules of section 318(a)(4).7 In addition, the IRS has held that an
option that is exercisable only after a lapse of time is still an option for
purposes of the attribution rules of section 318(a)(4).8 Presumably these
two rulings would also apply to the option attribution rules applicable to
FPHCs. Securities of a foreign corporation that are convertible into
stock of a corporation are considered outstanding stock and are subject
to attribution when the effect would be to make the corporation an
FPHC (section 554(b)). The option attribution rule takes precedence
over the family and partnership attribution rules (section 554(a)(6)).
Reattribution. Section 554(a)(5) provides that stock constructively
owned by a person is treated as actually owned by such person for pur
poses of reattributing the stock to other persons. These reattribution
rules apply to stock owned due to section 554(a)(1) (from corporations,
partnerships, estates, or trusts) and section 554(a)(3) (from options).
Stock constructively owned through either of these two rules may be
reattributed under section 554(a)(1) or section 554(a)(2) (family and
partnership ownership). Stock constructively owned by an individual
through section 552(a)(2) (family and partnership) is not reattributed to
another person under the family and partnership rules (that is, there is
no “double family attribution”).
E xam ple 9 .5 . Tim Jones’s wife, Mary, owns all o f the stock o f Downers

Corporation, a dom estic corporation. Downers Corporation in turn owns all
o f the stock o f G rove Corporation, a foreign corporation. Mary is attributed
to own all o f the stock o f G rove Corporation through section 5 5 4 (a)(1 )
(from a corporation, partnership, estate, or trust) for purposes of determining
if the stock ownership test o f section 5 5 2 (a)(2 ) is met. If Mary was a nonresi 

6Rev. Rul. 82-150,1982-2 C.B. 110.
7Rev. Rul. 68-601,1968-2 C.B. 124.
8Rev. Rul. 89-64,1989-1 C.B. 91.
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dent alien and Tim was a U .S . citizen, then for purposes o f determining if
the stock ownership test is met with regard to G rove Corporation, Mary is
treated as actually owning the G rove Corporation stock and such stock is
reattributed to Tim through section 55 4 (a)(2 ) (from family). T h e prohibit
tion against family attribution from a nonresident alien individual to a U .S.
citizen or resident alien (section 5 5 4 (c )(1 )) does not apply because Tim is
Mary’s spouse.

Gross Income Requirement
The second requirement necessary for a foreign corporation to be consid
ered an FPHC is that at least 60 percent of its gross income for a taxable
year is foreign personal holding company income, as defined in section 553.
Once a corporation is classified as an FPHC, the minimum percentage
for subsequent years is reduced from at least 60 percent to at least 50 per
cent. A foreign corporation otherwise satisfying the FPHC provisions is
considered as such unless the gross income requirement is not met for
three consecutive taxable years.

Gross Income
Correct calculation of the gross income of a foreign corporation is essen
tial for this test. Section 555 and the related regulations provide that the
gross income of a foreign corporation that is a personal holding company
is computed according to the rules for domestic personal holding compa
nies. The gross income thus includes income from worldwide sources and
is not limited to U.S.-source income or income connected with a U.S.
trade or business. It does not, however, include income that is specifically
excluded from gross income under provisions of the Code (such as pro
ceeds from life insurance, gifts, and interest on municipal obligations).
Dividends from controlled foreign corporations (CFCs) excluded under
section 959(b) are also excluded from gross income. Exclusions provided
only by treaties cannot be excluded from gross income for purposes of
this test.
Special look-through rules apply to include certain “related-person
dividend or interest” in the calculation of gross income and FPHC
income (section 552(c)). A related-person dividend or interest is any divi
dend or interest received from a person that (1) is related to the
recipient (as defined in section 954(d)(3)), (2) is not an FPHC, (3) is
created or organized in the same country as the recipient corporation,

Rules for Foreign Personal Holding Companies

331

and (4) has a substantial part of its trade or business assets located in
such foreign country (section 552(c)(2)). A related person is defined in
section 954(d)(3) as a person (individual, corporation, partnership, trust,
or estate) that controls, or is controlled by, an FPHC, or is a corporation,
partnership, trust, or estate that is controlled by the same person or per
sons who control the FPHC. Control is defined as the direct or indirect
ownership of stock possessing more than 50 percent of the total voting
power or total value of the FPHC. Although this related-person dividend
or interest is included in the definition of gross income (that is, the
denominator of the gross income test), such income is treated as FPHC
income only to the extent it is attributable to income (that is, paid out of
earnings and profits) of the related person that would be FPHC income.
Whether the dividend or interest is attributable to the FPHC income of
the related person is determined using rules similar to the foreign tax
credit look-through provisions in sections 904(d)(3)(C) and (D).
E xam ple 9 .6 . T h e entire am ount o f foreign corporation A lp h a’s income is

from dividends received from wholly owned foreign corporation Beta orga
nized and operating in the same country as A lpha. Beta Corporation is not
an FPH C, and 40 percent o f its earnings and profits are from FP H C income.
For purposes o f the gross income requirement, A lph a Corporation is deemed
to have FP H C income that is 40 percent o f its gross income and will not be
considered an FPH C.

The look-through rules were added by the Technical and
Miscellaneous Revenue Act of 1988 and amended rules enacted in the
Tax Reform Act of 1984, which excluded all same-country related-per
son interest and dividends from the definition of gross income and FPHC
income.
It should be emphasized that the basis for this test is gross income,
not gross receipts. Gross income is computed under section 61. Gross
income from transactions involving property (whether from inventory or
other properties) is gross receipts less the cost of goods sold or basis of
property sold.
When an FPHC holds stock in another FPHC for purposes of the
gross income test, the gross income of the first corporation must be
increased by its share of the undistributed FPHC income from the second
corporation. This income is considered dividend income. The purpose of
this provision is to prevent the evasion of the FPHC provisions by form
ing chains of foreign corporations. In making this computation, the first
corporation includes as a dividend in its gross income its pro rata share of
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the second corporation’s undistributed FPHC income as of the last day of
the second corporation’s taxable year in which it is owned by a U.S.
group. The income is included in the taxable year of the first corporation
in which the second corporation’s tax year ends.
E xam ple 9 .7 . Foreign corporation T heta is wholly owned by Jan e M cCarthy,

a U .S . citizen. T heta Corporation owns all o f foreign corporation Kappa.
Both T heta and Kappa have a December 31 taxable year-end. (A n FP H C or
a C F C that is 50-percent-or-more owned by a single U .S . shareholder is
required under section 898 to adopt the same taxable year-end as the m ajor
ity shareholder.) A t year-end, Kappa has undistributed FP H C income o f
$100,000. T h eta will include the $100,000 as a dividend in determining its
undistributed FP H C income that is to be included in the gross income o f
Jane only if T h eta meets the definition of an FP H C after taking the dividend
into account. Both T h eta and Kappa also m eet the definition o f a C F C in
this exam ple. T h e subpart F rules, if applicable, take precedence over the
FP H C rules. (T h e subpart F rules may not apply if FP H C income is below
the de minim is amount.)

Definition of FPHC income

Section 553 lists the following categories of income that constitute
FPHC income.
Dividends. This category includes distributions from a corporation that
are considered dividends under the normal meaning of section 316. The
term also includes constructive dividends from the corporation’s owner
ship in other FPHCs.
interest. This includes amounts received, imputed, or both received and

imputed, from the lending of money.
Royalties. This term includes amounts received for the privilege of using
patents, copyrights, secret processes and formulas, goodwill, trademarks,
trade brands, franchises, and other like property. Also included are
amounts received as royalties from minerals, oil, and gas.
Annuities. These include only the taxable portions of the annuities that

are determined under section 72.
Stocks and Securities. The excess of the gains over the losses from such

transactions is to be included. However, transactions by regular dealers
(corporations with an established place of business that is regularly
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engaged in the purchase and resale of stocks and securities) are to be
excluded. A regular dealer must include the transactions from stock and
securities that are held for investment purposes only.
Commodity Transactions. The excess of gains over losses from certain

designated transactions is to be included. The designated transactions
are futures transactions in any commodity subject to the rules of a boardof-trade or commodity exchange. These do not include transactions by a
producer, processor, merchant, or handler of the commodity that arise
from bona fide hedging transactions necessary and customary to such
business.
Estates and Trusts. Income that must be included by a corporation from
an estate or trust and gains from the sale or disposition of any interest in
an estate or trust constitutes FPHC income.
Personal Service Contracts. Prior to the enactment of the FPHC provi
sions, tax savings on income from personal services could be achieved
by assigning the income to a foreign corporation. This procedure was
referred to generally as incorporating talent. At present, amounts received
by a foreign corporation for personal services rendered constitute FPHC
income (1) if some person other than the corporation can designate the
individual who is to perform such services or if the person who is to per
form the services is designated in a contract and (2) if the person who
has performed such services has owned, directly or indirectly, at any time
during the taxable year 25 percent or more of the outstanding stock of
the corporation (sections 553(a)(5) and 553(a)(6)).
E xam ple 9 .8 . Sam Drury, a professional actor, owns all the stock o f foreign

corporation London Ltd. London Ltd. enters into a contract with Sam in
which Sam agrees to work for London Ltd. for £50,000 per year. London Ltd.
enters into a contract with Theatre Corporation in which Sam is designated
to perform services for the Theatre Corporation, and T heatre Corporation is
to pay London Ltd. £50,000. T h e £50,000 received by London Ltd. consti
tutes FP H C income.

Rents. Amounts received from the use of, or the right to use, property
are FPHC income unless they constitute 50 percent or more of a foreign
corporation’s gross income. Rents include charter fees for the use of, or
the right to use, property. Rents do not include interest on debts owed
the corporation that represent the price paid for real property held pri
marily for sale to customers in the ordinary course of the corporation’s
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trade or business (Treas. Reg. Sec. 1.553-1(a)). Rents also do not include
income from the use of corporate property by an individual shareholder
who owns 25 percent or more of the corporation.
Use of Corporate Property by a Shareholder. Rents received from any

individual shareholder, who at any time during the taxable year owns 25
percent or more of the outstanding stock of a corporation, will constitute
FPHC income and will not be included in the 50-percent-of-rentalincome test discussed previously. The purpose of this rule is to prevent
the practice of avoiding the FPHC provision by merely renting more cor
porate assets to influential shareholders and thereby deriving at least 50
percent of gross income from rents. This separate treatment of such rents
is not applicable unless a corporation’s FPHC income, without the rents
from these shareholders, exceeds 10 percent of its total gross income.
An exception to the definition of FPHC income was created by
Congress in the Tax Reform Act of 1986 for “active business computer
software royalties” (section 553(a)(1)). Such royalties are defined in sec
tion 543(d) and generally must meet the following criteria;
1.

2.
3.
4.

The royalties are derived by a corporation that is actively engaged in
the trade or business of developing, manufacturing, or producing
computer software.
The software royalties constitute at least 50 percent of the corpora
tion’s gross income.
The business and research expenses related to the royalties are at
least 25 percent of ordinary gross income.
The dividends must be at least equal to the excess of personal hold
ing company income over 10 percent of ordinary gross income.

For purposes of this exception, a corporation that is a member of an
affiliated group is treated as having met the foregoing criteria if another
member of the group meets the criteria.
A foreign corporation may be conducting an active business and,
over a period of time, investing excess working capital in stocks, bonds,
and savings accounts without concern, since passive income is much less
than 60 percent of its total gross income. If active business income
declines significantly because of a prolonged strike or a casualty that curtails
operations, the corporation may inadvertently fall into the FPHC trap.
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Undistributed FPHC Income
The U.S. shareholders of a corporation that passes the stock ownership
and gross income tests and is classified as an FPHC are taxed on their
respective shares of the undistributed FPHC income of such a corpora
tion (section 551(b)). The term undistributed FPHC income is misleading
because it may be interpreted as including only passive types of income
subject to constructive dividend taxation. However, the term includes all
the taxable income of a foreign corporation plus and minus some statu
tory adjustments explained below. In other words, income that is not
FPHC income must also be included in the income of the shareholders.
Example 9.9. Foreign corporation Phi is an FPHC that has $600 FPHC
income and $400 that is not FPHC income. Sue Ward, a U.S. citizen, owns
all the stock of Phi Corporation. Sue must recognize $1,000 in gross income
on account of her ownership in Phi.
Adjustments

In computing undistributed FPHC income, the following adjustments
are to be made to the taxable income of a foreign corporation:
1.

2.

A deduction is allowed for federal income and excess profits taxes. A
deduction is not allowed for the accumulated earnings tax or the
domestic personal holding company tax (Treas. Reg. Sec. 1.5562(a)(l)(i)). The taxes must be deducted on the accrual basis,
regardless of the method of accounting used by the taxpayer, except
that the corporation may deduct taxes paid rather than accrued if it
satisfies the provisions of Treas. Reg. Sec. 1.556-2(a)(l)(ii). Taxes
paid to foreign countries and U.S. possessions are deductible under
section 164. Therefore, a deduction for such taxes is not allowed
again in computing undistributed FPHC income unless the deduc
tion was disallowed by section 275(a)(4). An unpaid tax that is
being contested is not considered accrued until the contest is settled.
Charitable contributions are normally deductible by a corporation
up to a limit of 10 percent of its taxable income (before contribu
tions, the dividends-received deduction, and any net operating and
net capital loss carrybacks). However, the higher limitations of 50,
30, and 20 percent normally applicable to individuals can be used by
an FPHC for these purposes.
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Special deductions allowed to corporations by sections 241 through
247 (that is, dividends-received deductions) are disallowed and must
be included to arrive at undistributed FPHC income.
In the case of a net operating loss allowed under section 172 (that is,
a loss from a U.S. trade or business), only a one-year carryover is
allowed instead of the regular three-year carryback and fifteen-year
carryover. In computing the amount of the net operating loss carry
over, the special deductions of sections 241 through 247 are not
allowed.
Deductions regularly allowable against rental income under sections
162 and 167 are limited to the amount of rental income. The limita
tion will not apply, however, where it can be shown that the rental
income was the highest obtainable, that the property was held for a
profit motive, and that there was a reasonable expectation of making
a profit.
Deductions normally allowed under section 164(e), for shareholder
taxes paid by the corporation, and section 404, for employer contri
butions to employees’ trusts, are not deductible.

Dividends-Paid Deduction

To compute undistributed FPHC income, taxable income as adjusted
above is reduced by dividends paid during the taxable year and consent
dividends (section 561).
Dividends Paid During the Taxable Year. In computing undistributed FPHC

income, taxable income is reduced by dividends that are actually paid
during the taxable year by a foreign corporation to its shareholders on a
pro rata basis and that are taxable to them. To be eligible for a deduction,
the dividends must be placed outside the control of the corporation and
must be received by the shareholders during the taxable year for which
the deduction is claimed. Section 563(c) provides a special rule that a
distribution made by a corporation within two and one-half months from
the end of its taxable year shall be considered as made on the last day of
such taxable year for these purposes.
A dividends-paid deduction is not allowed for “preferential divi
dends” (section 562(c)). A preferential dividend is defined as (1) a
distribution to a shareholder of a particular class of stock that is not pro
rata when compared with the distributions made to other shareholders of
the same class or (2) a distribution of a class of stock that is more or less
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than the amount to which the class is entitled as compared with any
other class of stock. This provision is intended to prevent special distrib
utions of dividends to shareholders in the lower income tax brackets.
E xam ple 9 .1 0 . H olding Corporation has two classes o f stock outstanding: ten

shares o f cumulative preferred stock and ten shares of com m on stock. T he
cumulative preferred stock is entitled to $5 per share, but no dividend has
been paid for two years. O n December 31, 1995, H olding Corporation paid a
dividend o f $50 to the preferred stock shareholders and $75 to the comm on
stock shareholders. N o part o f the dividend is deductible under section 562
because there has been a preference to the com m on stock shareholders. If
H olding Corporation paid $100 to the preferred stock shareholders and $25
to the com m on stock shareholders, it would be entitled to deduct $125 as a
dividends'paid deduction.9

Consent Dividends. A person who owns consent stock on the last day of

the corporation’s taxable year may agree, through consents filed with the
IRS, to include in his or her gross income as an actual dividend a hypo
thetical dividend distribution from the FPHC (section 565). The foreign
corporation is allowed a deduction against undistributed FPHC income
for such amounts reported by shareholders. Consent stock is common
stock, whether voting or nonvoting, and also includes participating pre
ferred stock that has unlimited participation rights.
The purpose of a consent dividend is to alleviate the pressure on a
corporation to make an actual distribution in order to receive a deduc
tion when, for one reason or another, it does not wish to make a
distribution or it does not have the financial ability to make a distribu
tion. Consent dividends may also be used to alleviate an excess foreign
tax credit position, since a consent dividend has a foreign source and
withholding taxes usually are avoided, thereby increasing the numerator
of the foreign tax credit limitation formula.
The consent dividend, in effect, treats the dividend as a distribution
to a shareholder coupled with an immediate contribution of paid-in capi
tal to the corporation. The earnings and profits of the corporation are
reduced, and the basis of the shareholder’s stock in such corporation is
increased, by the amount of the consent dividend. This provision is not
allowed to the extent that an amount would constitute a preferential
dividend or a distribution not defined by section 316.

9Treas. Reg. Sec. 1.562-2(b), example (3).
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A consent is made by the shareholder on Form 972 and must be filed
by or on behalf of a person who was the actual owner on the last day of
the corporation’s taxable year of any class of consent stock. The consent
must be filed by the due date of the FPHC’s tax return for the year in
which the dividends-paid deduction is claimed. Once made, the consent
is irrevocable. The corporation claiming the deduction for consent divi
dends must file a completed Form 973 with its income tax return and
attach one completed Form 972 for each consenting shareholder.

Taxation of Undistributed FPHC Income
The U.S. shareholders, rather than the FPHC, are subject to taxation on
their distributive share of the FPHC’s undistributed FPHC income. The
undistributed FPHC income included in the U.S. shareholders’ income
is reported as dividend income. However, it is not eligible for the divi
dends-received deduction for corporations under section 243.
A U.S. shareholder includes a U.S. citizen or resident, domestic cor
poration, domestic partnership, and estate or trust (other than a foreign
estate or trust). Those shareholders subject to U.S. taxation under the
FPHC rules are only those U.S. shareholders who directly own stock in
the FPHC on the last day in the FPHC’s taxable year on which a U.S.
group existed with respect to the corporation. A U.S. group exists when
five or fewer individuals who are U.S. citizens or residents meet the
more-than-50-percent stock ownership requirement. A nonresident
alien or foreign corporation that owns stock in an FPHC is not subject to
U.S. taxation under these rules.
Exam ple 9 .1 1 . Foreign corporation A lpha has been an FP H C for its entire tax

able year, which ends on December 31. T he U .S. shareholders who own stock
on December 31 are subject to taxation on the undistributed FPH C income.
E xam ple 9 .1 2 . Foreign corporation Beta has a taxable year that ends on

December 31. T h e last day o f its taxable year in which a U .S . group owned
the requisite more-than-50-percent stock ownership was January 12. T he
U .S . shareholders owning stock on January 12 are subject to taxation on the
undistributed FP H C income.

The Tax Court has held that a U.S. shareholder who was not a U.S.
citizen or resident for the entire taxable year of an FPHC must still
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include his or her distributive share of the undistributed FPHC income
for the entire year. The Fourth Circuit has held that such a person is tax
able only on the portion of the undistributed FPHC income that is the
same ratio as that of the U.S. shareholder’s residence to the entire tax
able year.10
Amount to Report

When a U.S. person is a shareholder for the entire year in a corporation
that is an FPHC for the entire year, the amount of income to be reported
is the shareholder’s distributive share of the entire year’s undistributed
FPHC income. The amount to be included in income is the amount the
U.S. shareholder would have received as a dividend if the FPHC had dis
tributed its undistributed FPHC income to the shareholders on the last
day of its taxable year (Treas. Reg. Sec. 1.551-2(c)). U.S. shareholders
must take into account the number of shares owned in the FPHC, and
the relative rights of his or her class of stock, if there is more than one
class outstanding. For example, if there is preferred stock outstanding
and preferred shareholders are entitled to a specific dividend before the
common shareholders, then undistributed FPHC is first treated as distrib
uted to such preferred shareholders before any amount is allocated to the
common shareholders.
Shareholders owning 5 percent or more in value of the outstanding
stock must report “in complete detail” their share of gross income,
deductions, credits, taxable income, FPHC income, and undistributed
FPHC income (section 551(c)).
E xam ple 9 .1 3 . Foreign corporation O m ega is an FP H C with a fiscal year
that ends June 30 and has undistributed FP H C income o f $10,000 for the
year. Sandy Johnson owns 20 percent o f the stock o f O m ega on June 30.
Sandy must recognize $2,000 dividend income as a result o f her ownership
in Om ega.

10M a r s m a n v. C o m m ., 2 0 5

p art l 8 T.C. 1 (1952).

F.2d 335 (CA-4, 1953),
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When a U.S. person is a shareholder in a corporation that is not an
FPHC for its entire taxable year, the amount of income recognized from
an FPHC is calculated as follows:
Portion o f taxable
year in which FPH C
provisions were met
Entire taxable year
o f corporation

X

Undistributed FPH C
income for entire
X
year

Percent o f stock
owned by
shareholders

E xam ple 9 .1 4 . Foreign corporation Zeta has a calendar year that ends

December 31. M ike Jones, a U .S . shareholder, owned 70 percent o f the stock
o f Zeta until he sold his entire interest to foreign corporation Beta on
Septem ber 30. Zeta ceased to be an FP H C on Septem ber 30. T h e undistrib
uted FP H C income of Zeta for the entire year is $100,000. M ike must report
$52,500 dividend income, which is calculated as follows:
(9/12 X $100,000) X 70% = $52,500

Income Inclusion Through a Foreign Entity

Prior to the enactment of section 551(f) in the Tax Reform Act of 1984,
controversy existed as to whether taxpayers could avoid taxation on
undistributed FPHC income by interposing a foreign corporation (which
itself was not an FPHC), a foreign partnership, or an estate or trust
whose income included only income from sources within the United
States between the taxpayer and the foreign corporation. Although the
attribution rules would operate to cause the taxpayer to meet the stock
ownership test and thus qualify the foreign corporation as an FPHC,
some taxpayers argued that these rules did not operate to cause the own
ers of the interposed entities to report income under section 551.
To clarify the existing law and to prevent such an unintended abuse
of the FPHC rules, Congress enacted tracing rules in section 551(f) that
make it clear that for purposes of allocating undistributed FPHC income,
stock of an FPHC owned by a partnership, estate, or trust that is not a
U.S. shareholder or by a foreign corporation that is not an FPHC is
treated as being owned directly and proportionately by its U.S. partners,
U.S. beneficiaries, or U.S. shareholders (individual or corporate).
In the Technical and Miscellaneous Revenue Act of 1988, Congress
authorized the Treasury to make adjustments to the tracing rules by regu
lation. Congress contemplates that such rules will be similar to the
passive foreign investment rules of section 1297(b)(5) (discussed in
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chapter 10). It is intended that the regulations will provide for similar
treatment of actual distributions from FPHCs and distributions to enti
ties through which FPHC ownership is attributed. For example,
distributions received by the interposed entity from the FPHC will be
treated as having been received by the U.S. shareholders of the inter
posed entity.
E xam ple 9 .1 5 . W illiam Peters, a U .S . citizen, is a 60-percent partner in a for

eign partnership. T he remaining 40 percent is owned by N ancy DuBois, a
foreign individual. T h e foreign partnership owns 100 percent o f foreign cor
poration Gam m a, which meets the gross incom e requirement to be an
FPH C. A t G am m a’s year-end, it reports $200,000 o f undistributed FPH C
income. By operation o f the attribution rule of section 5 5 4 (a)(1 ), W illiam is
treated as owning 60 percent o f G am m a, thus satisfying the stock ownership
requirements. By operation o f section 551(f), W illiam is treated as receiving
a dividend of $120,000 (60% X $200,000) from G am m a as his distributive
share o f G am m a’s undistributed FP H C income.

When to Report

The constructive dividend from an FPHC must be included in the gross
income by a shareholder in the taxable year in which the taxable year of
the FPHC ends.
E xam ple 9 .1 6 . T h eta Corporation, an FPH C, has a taxable year that ends

December 31, 1995. Bill Prince, the sole shareholder, has a calendar yearend. Bill must report his December 31, 1995 constructive dividend from
T heta in the year ending December 31, 1995.

A FPHC must adopt the same taxable year as its majority U.S. share
holder (section 898). This rule applies if 50 percent of the total voting
power or total value of the FPHC is owned by a single U.S. shareholder
(and certain related parties) on each day of the FPHC’s taxable year.
Foreign Tax Credit

Foreign taxes withheld on dividends actually paid by an FPHC are eligi
ble for the foreign tax credit by U.S. shareholders. A problem of credit
limitation can occur when the undistributed FPHC income is taxed in a
year that is earlier than the year of the actual distribution of such
income. The foreign taxes are withheld on actual distributions, but the
income can be taxed before distribution.
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For deemed-paid credits under section 902 for foreign taxes paid by
an FPHC, Rev. Rul. 74-59 holds that a qualified domestic corporate
shareholder that owns 10 percent or more of the voting stock cannot
claim a deemed-paid foreign tax credit under section 902 on undistrib
uted FPHC income even though it is reported as a dividend.11 However,
the ruling states that the credit can be claimed on actual and consent
dividends.
A dividend from an FPHC will generally be characterized as passive
income for purposes of computing the foreign tax credit limitation.
Effect of Taxation

The FPHC provisions are structured to prevent double taxation of
income. Taxation on undistributed FPHC income is treated as a deemeddividend distribution to a shareholder and immediate reinvestment of
such a deemed dividend in the foreign corporation (section 551(e)). The
first U.S. shareholder recognizes income from the constructive dividend
and increases the basis in his or her stock by the amount of income so
recognized. In cases in which the shareholder recognizes income in a tax
year that ends after the tax year of the FPHC, the Tax Court has held
that the basis adjustment is made at the time the FPHC’s year ends.12
The effect on the foreign corporation is that accumulated earnings
and profits are reduced by the amount of the constructive dividend, and
paid-in capital is increased by the same amount (section 551(d)). Actual
distributions of the previously taxed undistributed FPHC income will be
considered made from capital and will constitute a reduction in basis of
the shareholder’s stock. Distributions, however, are considered to come
first from current and accumulated earnings and profits and then from
capital, unlike the subpart F rules (that is, under subpart F rules, previ
ously taxed income is treated as distributed first).
Basis of Stock Acquired on Death

Under section 1014 the basis of stock to the estate of the decedent U.S.
shareholder is the fair market value on the date of death or on the alter
native valuation date, if elected.
11Rev. Rul. 74-59,1974-1 C.B. 183.
12Mariana F ro z e n F o o d s , I n c ., 81 T.C. 448 (1983).
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Disposition of Stock by Liquidation

Any gain realized on the sale or liquidation of an FPHC by the U.S.
shareholders will be treated as capital gain except when the rules of sec
tion 1248 apply. Under such rules, gain is taxable as dividend income to
a 10-percent-or-more U.S. shareholder to the extent that his or her share
of undistributed earnings and profits have not been taxable to the share
holder in the year of sale or in previous years.
A dividends-paid deduction cannot be taken in computing undis
tributed FPHC income for the final year of liquidation of an FPHC
(section 562(b)).
Removal of Status

Once a foreign corporation meets the gross income and stock ownership
requirements and is classified as an FPHC, it remains an FPHC until the
stock ownership requirement is not met for an entire taxable year or the
gross income requirement is not met for three consecutive taxable years.

Foreign Corporations and Domestic Personal
Holding Company Status
It is perhaps easier for a foreign corporation with U.S. shareholders to be
a personal holding company than an FPHC. A foreign corporation that
does not satisfy the gross income requirement for FPHC status may have
passive income from U.S. sources, thereby satisfying the personal holding
company provisions, since gross income would include only the passive
income from U.S. sources. Furthermore, a foreign corporation that does
not have the required U.S. shareholder ownership can also be a personal
holding company.
On the other hand, a foreign corporation will not be treated as a per
sonal holding company if all its stock is owned directly or indirectly
during the last half of its taxable year by nonresident aliens (section
542(c)(7)). This exemption, however, will not apply to U.S.-source per
sonal service contract income described in section 543(a)(7) (which is
comparable to the FPHC service income). This rule is particularly
applicable to foreign entertainers deriving U.S.-source income through
foreign corporations. A foreign corporation may also be exempt from
personal holding company tax under certain U.S. tax treaties.
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For purposes of imposing the personal holding company tax on a for
eign corporation that files a tax return, undistributed personal holding
company income is computed on taxable income only from sources
within the United States (Treas. Reg. Sec. 1.541(b)). If the foreign cor
poration does not file a tax return, the undistributed personal holding
company income is computed on the basis of gross income only from
sources within the United States and, in addition to other penalties pro
vided by law, is subject to a penalty equal to 10 percent of the section
541 tax and any other tax imposed (section 6683).
If 10 percent or less of the stock of a foreign corporation subject to
tax as a personal holding company is owned by U.S. shareholders, the
personal holding company tax is imposed only on the undistributed per
sonal holding company income attributable to the interest of the U.S.
shareholders (section 545(a)).

FPHC Rules and Coordination With Subpart F
The income of a foreign corporation may be subject to taxation under
both subpart F (section 951) and the FPFIC rules. In the Tax Reform Act
of 1984, Congress provided that income subject to both rules would be
taxed under subpart F (section 951(d)). Income not subject to taxation
under subpart F may still be taxed under the FPHC rules. A foreign cor
poration that is both a controlled foreign corporation and an FPHC may
be taxed under subpart F if it invests previously taxed undistributed
FPHC income in U.S. property or excess passive assets.

FPHC Rules and Coordination W ith Passive
Foreign Investment Companies
Income that is potentially taxable under sections 551(a) and 1293 is
included in gross income only under section 551(a) (section 551(g)).

Information Returns Required by Officers,
Directors, and Shareholders
Section 6035 describes certain requirements for periodic filings by offi
cers, directors, and shareholders of FPHCs. These filing requirements are
covered in chapter 22.

10

Passive Foreign
investment Companies
The U.S. shareholders of a foreign corporation are generally subject to
U.S. taxation only when they receive a distribution of the corporation’s
earnings in the form of a dividend. The foreign corporation itself is sub
ject to U.S. taxation only on income that is from U.S. sources or from a
U.S. trade or business.
There are several exceptions to the general rule of deferral. Most
notably, the subpart F provisions operate to tax U.S. shareholders cur
rently on their pro rata share of “subpart F ’’ income if the foreign corporation
meets the definition of a controlled foreign corporation. The foreign
personal holding company provisions also subject U.S. shareholders to
current taxation on their pro rata share of undistributed foreign personal
holding company income. In addition, the foreign corporation itself can
be subject to penalty taxes on the accumulation of excess earnings (the
accumulated earnings tax) or on undistributed personal holding com
pany income if it meets the definition of a personal holding company.
Finally, section 1248 and the foreign investment company provisions
of section 1246 operate to convert what would have been capital gain on
the disposition of the stock of the foreign corporation into dividend or
ordinary income.
345
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A common thread linking these exceptions is the requirement that
U.S. shareholders “control” the foreign corporation before the provisions
become operative. Control generally requires that the U.S. shareholders
own, directly or indirectly, more than (or in some cases, at least) 50 per
cent of the voting power or value of the foreign corporation’s stock. In
the case of subpart F, only U.S. shareholders owning at least 10 percent
of the stock are included in the control test. For purposes of the foreign
personal holding company and the personal holding company rules, the
control test must be met by five or fewer U.S. shareholders. Only section
1246 does not impose a minimum ownership level before the U.S. share
holder is included in the control test, but this provision is restricted to
foreign corporations engaged primarily in investing in securities and
commodities. U.S. shareholders and the foreign corporation itself can
avoid taxation under this set of deferral exceptions by either widely
dispersing the ownership of the corporation or by evenly dividing the
ownership between U.S. and foreign individuals.
As part of the Tax Reform Act of 1986, Congress created an addi
tional exception to the general rule of deferral with the enactment of the
passive foreign investment company (PFIC) rules in sections 1291-1297.
These rules further restrict the ability of U.S. shareholders in a foreign
corporation that generates passive income to take advantage of the tax
savings available through deferring the repatriation of earnings and the
ability to convert the accumulation of earnings into capital gain upon
disposal of the corporation’s stock.
In general, if a foreign corporation meets the definition of a PFIC, all
U.S. shareholders, regardless of their aggregate or individual ownership
interest in the corporation, will be subject to one of two sets of tax rules.
U.S. shareholders who make an election to treat the PFIC as a qualified
electing fund (QEF) will be taxed currently on their pro rata share of the
PFIC’s total net capital gain and ordinary earnings. Shareholders who do
not make the QEF election will not be taxed currently on their pro rata
share of the PFIC’s earnings. However, any subsequent excess distributions
or gain realized on the disposition of the PFIC stock will be treated as
ordinary income earned pro rata over the time period during which the
shareholder held the investment in the PFIC. The tax imposed on the
excess distribution or gain realized is computed using the highest mar
ginal rate in effect in the tax year to which the income is allocated. In
addition, interest is charged on the tax beginning from the due date of
the tax return for the year to which the income is allocated to the due
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date of the tax return (without extension) for the year in which the
income is actually received. In the case of the QEF election, shareholders
lose the benefit of deferral, but the PFIC income retains its character as
capital gain or ordinary income. For a nonqualified fund (no QFF elec
tion), shareholders lose the tax benefit of deferral and all income is
characterized as ordinary income.

Motivation for the PFIC Rules
The PFIC rules were designed to address those situations in which U.S.
shareholders were able to obtain deferral of U.S. taxation on foreign pas
sive income by investing in a foreign investment company that was not
controlled by U.S. shareholders. In the General Explanation of the Tax
Reform Act of 1986, the Joint Committee on Taxation lists three reasons
for the PFIC rules:
1.

2.

3.

Congress did not believe that U.S. persons who invest in passive
assets should avoid the “economic equivalent” of current taxation
merely by investing in those assets indirectly through a foreign cor
poration.
Congress believed that the nationality of the owners of controlling
interests of a corporation that invests in passive assets should not
determine the U.S. tax consequences to U.S. investors (that is, lack
of U.S. control of this type of investment did not justify preferential
tax treatment).
Congress recognized that U.S. persons who invested in passive assets
through a foreign corporation received distinct tax advantages rela
tive to U.S. persons investing in a domestic investment company.
Not only did they avoid current taxation of earnings, but they also
could convert what would have been ordinary income, if received or
taxed currently, into capital gain by disposing of the stock.1

Although Congress intended to negate the tax motivation for invest
ing in foreign investment companies and mutual funds, it also recognized
that a U.S. shareholder who did not have a controlling interest in the
foreign corporation may not have the ability to obtain information relating
1Joint Committee on Taxation, G e n e r a l E x p la n a tio n
Cong., 2d sess. 1987, Committee Print, 1023.

o f the T a x R e fo rm A c t o f 1 9 8 6 ,

99th
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to the corporation’s earnings and profits for the current year or to compel
the corporation to distribute earnings that are sufficient to pay the U.S.
tax. As a result, Congress adopted two tax mechanisms, both of which
attempt to eliminate the economic benefits of deferral. Thus, U.S. share
holders of a PFIC can elect to be taxed currently on their share of the
PFIC’s capital gain and ordinary income, or shareholders can choose to
defer U.S. taxation until the PFIC distributes income or the PFIC stock
is disposed of. The economic benefit of deferral is eliminated in the latter
case by taxing the shareholder using the highest tax rate in effect in the
year(s) in which the income was accumulated and charging interest on
the tax over the deferral period.

Definition of a PFIC
For a corporation to be considered a PFIC, it must be a foreign corpora
tion, as defined by U.S. tax principles,2 that meets either a gross income
test or an asset test (section 1296(a)).
Gross Income Test

The gross income test is met if 75 percent of the gross income of the
foreign corporation for the taxable year is “passive income” (section
1296(a)(1)). Passive income is generally defined to be any income that
would be foreign personal holding company income as defined in sec
tion 954(c). Such income includes dividends, interest, royalties, rents,
annuities, capital gains from the sale of nonbusiness assets, certain com
modities gains, foreign currency gains, and income equivalent to interest
(see chapter 8 for a more complete description).
The exceptions to the definition of foreign personal holding company
income found in section 954(c)(2) apply in making the determination of
passive income for purposes of section 1296(a)(1). However, interest,
dividends, rents, or royalties received from a same-country related person
(as defined in section 954(d)(3)), which would be excluded from the
definition of foreign personal holding company income under section
954(c)(3), may be included in the definition of passive income for PFIC
purposes under the “look through” rules of either section 1296(b)(2)(C)
or section 1296(c).
2Rev. Rul. 8 8-8, 1988-1 C.B. 403.
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Under the look-through rules of section 1296(b)(2)(C), interest,
dividends, rents, or royalties received from a related party (as defined
in section 954(d)(3)) are characterized as passive or nonpassive to the
extent such income is allocable to income of the payor that is passive or
nonpassive. The application of these rules, which are to be prescribed
by regulations, is intended to follow the look-through rules under the
foreign tax credit provisions (see chapter 7). For example, it is intended
that interest, rents, and royalties will be treated as passive to the extent
they are deducted against the payor’s passive income. In the case of divi
dends, the dividend will be prorated between passive and nonpassive
income based on the relative amounts of the payor’s passive and nonpassive earnings and profits. Th is set of look-through rules applies only to
income not subject to the look-through rules of section 1296(c). The
section 1296(c) look-through rules are discussed immediately following
the explanation of the asset test.
Additional exceptions apply in determining whether gross income is
considered passive income. In general, passive income does not include
income derived in the active conduct of a banking business by a foreign
bank licensed to do business as a bank in the United States (section
1296(b)(2)(A)). The definition of an active foreign bank and additional
details are described in Notice 89-81.3 Passive income also does not
include income derived in the active conduct of an insurance business by
a corporation that is “predominantly engaged” in an insurance business
and that would be taxed as an insurance company if it were a domestic
corporation (section 1296(b)(2)(B)). In the case of insurance com
panies, the Senate Finance Committee report to accompany the
Technical and Miscellaneous Revenue Act of 1988 stated that future
regulations will provide that income derived by entities engaged in the
business of providing insurance may be classified as passive to the extent
the entity maintains financial reserves in excess of the reasonable needs
of the insurance business.4
For tax years beginning after September 30, 1993, passive income
does not include income derived in the active conduct of a securities
business by a controlled foreign corporation that is registered as a securi-

31989-2 C.B. 399.
4Senate Committee on Finance,

R ep o rt o f the U S .

S e n a te C o m m itte e o n F in a n c e to

A c c o m p an y the Tech n ical a n d M iscellan eo u s R even ue A c t o f 1 9 8 8

2d Sess., Committee Print, 336 (hereinafter cited as S e n a te

(H.R. 4333), 100th Cong.,

F in a n c e C o m m itte e R e p o r t).
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ties broker or dealer or as a Government securities broker or dealer in
accordance with the Securities Exchange Act of 1934 (section
1296(b)(3)(A)). This exclusion applies only to the CFC’s U.S. share
holders, as defined in section 951 (section 1296(b)(3)(B)). The section
1296(b)(2)(C) look-through rules apply to payments made from such a
broker or dealer to a related person (section 1296(b)(3)(C)). For exam
ple, a dividend paid by a broker to a related person that is allocable to
income derived in the active conduct of a securities business is not pas
sive income to the recipient for PFIC purposes.
Asset Test

A foreign corporation meets the definition of a PFIC if 50 percent or
more of the average value of its assets comprises assets that produce pas
sive income or are held for the production of passive income (section
1296(a)(2)). The foreign corporation may elect to use the earnings and
profits-adjusted basis of its assets in lieu of fair market value in making
this determination, but the election to do so, once made, can be revoked
only with the consent of the Commissioner.
For tax years beginning after September 30, 1993, a controlled for
eign corporation must use the earnings-and-profits-adjusted basis of its
assets in making the 50 percent computation. This requirement, added
by the Revenue Reconciliation Act of 1993, is designed to alleviate the
complexity and administrative burden of determining the value of a
CFC’s assets for purposes of making the PFIC asset test. For purposes of
this computation, section 1297 requires the imputation of basis for
research and experimental expenses and certain licenses. A CFC
increases its asset basis for purposes of the PFIC asset test by the research
and experimental expenses (as defined by section 174) paid or incurred
by the CFC during the current tax year and the two preceding tax years,
less any reimbursement received by the CFC for such expenditures (sec
tion 1297(e)(1)). A CFC adds to the adjusted basis of its assets an
amount equal to 300 percent of license payments made during the cur
rent tax year for any intangible property used by the CFC in the active
conduct of its trade or business (section 1297(e)(2)(A)). This rule does
not apply to payments made to a related person or if the license arrange
ment was entered into to avoid the excess passive asset rules of section
956A (section 1297(e)(2)(B)).
All foreign corporations required to or electing to use adjusted basis
in the asset test must include tangible property leased by the corporation
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over a term of 12 months or more (section 1297(d)(1)). The adjusted
basis of such leased tangible property is the unamortized present value of
the payments under the lease for the use of the property. Although the
determination of present value is to be prescribed in regulations, the dis
count rate is determined at the beginning of the lease term and is
generally the applicable federal rate (AFR) used to determine original
issue discount under section 1274(d) (section 1297(d)(2)). Leased prop
erty is not included in the PFIC asset test if the lessor is a related person
or the lease was entered into to avoid the excess passive asset rules of sec
tion 956A (section 1297(d)(3)).
The Internal Revenue Service issued Notice 88-225 to provide guid
ance on the application of the asset test pending the issuance of
regulations. According to Notice 88-22, the regulations will provide that
the asset test will be applied on a gross basis. Liabilities will not be taken
into account even if the liability is secured by a specific asset. The aver
age value (or adjusted basis) of the assets for the taxable year is to be
computed as of the end of each quarterly period during the taxable year.
If value is used, the regulations will not require that the value be deter
mined by independent appraisal.
E xam ple 1 0 .1 . Foreign corporation A lph a has determined the value o f its

passive and nonpassive assets for each quarter o f 19X0 as follows:
Quarter

Passive Assets

Nonpassive Assets

Liabilities

1
2
3
4

$ 500,000
500,000
550,000
650,000

$ 400,000
600,000
600,000
550,000

$100,000
100,000
100,000
100,000

Total
Average

$2,200,000
$ 550,000

$2,150,000
$ 537,500

$400,000
$100,000

T h e average value o f the passive assets is 50.6 percent o f the total average
asset value ($550,000/$1,087,500), without regard to the liabilities. A lph a
Corporation will be a PFIC as a result o f m eeting the asset test.

An asset is characterized as passive or nonpassive based on the type
of income it generates, or is reasonably expected to generate, in the fore
seeable future. For purposes of characterizing an asset, passive income is
defined in section 1296(b). Assets that generate both passive and non
passive income are treated as partly passive and partly nonpassive based
51988-1 C.B. 489.
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on the relative amounts of income generated by the assets in that year.
Notice 88'22 provides specific guidance with respect to the following
kinds of assets.
Depreciable Property Used in a Trade or Business. Any asset used in a trade

or business, as defined in section 1231(b), is considered a nonpassive
asset, provided the trade or business itself does not produce passive
income.
Trade or Service Receivables. A trade or service receivable is character

ized as passive or nonpassive based on the character of the income derived
from the corporation from the transaction that generated the receivable.
An account receivable that arises in the ordinary course of business from
sales or services will be considered a nonpassive asset. Interest inciden
tally received on the receivable will not affect the characterization of the
asset, although the interest itself will be considered passive income for
purposes of the gross income test.
Intangible Assets. Intangible assets must be included in the asset test.

In general, intangible assets that produce identifiable sources of income
(for example, patents and licenses) are characterized on the basis of the
income derived from the intangible assets. Goodwill and going-concern
value must be identified with a particular income-producing activity
and characterized according to the kind of income derived from the
activity. If value is used in the asset test, the guidelines provided by
Rev. Rul. 59-60, as amplified by subsequent revenue rulings,6must be
followed. Rev. Rul. 59-60 directs the taxpayer to value an intangible
asset based on all available financial data and other factors such
as income potential, book value, recent sales of comparable assets, and
economic conditions.
Working Capital. Working capital (that is, cash and cash equivalents)

produces passive income; and therefore, these assets are considered to be
passive assets.
Dealer Inventory and Investment Assets. Stock, securities, and other assets
related to a foreign corporation’s trading and investment activities are
considered passive assets if the asset is held for the foreign corporation’s
61959-l C.B. 237, amplified by Rev. Rul. 83-120, 1983-2 C.B. 170; Rev. Rul. 80-213,
1980-2 C.B. 101; Rev. Rul. 77-287, 1977-2 C.B. 319.
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own account. The stock or securities held in inventory by a foreign
corporation that is a dealer are considered nonpassive assets, provided
the corporation specifically identifies in its books and records the stock
and securities it holds for sale to customers in the ordinary course of its
trade or business, and the stock and securities held for investment. The
dealer must classify the assets on the date of acquisition. A dealer may
change the initial (erroneous) designation of the stock or security, pro
vided (1) the erroneous designation was made in good faith by the dealer
at the time of acquisition, (2) at least 90 percent of the initial designa
tion of all stock and securities was proper, (3) the dealer identifies
all changes of designations made in its books and records, and (4) each
change in designation is made within seventy-five days after the day the
initial designation was made.7 Stock and securities considered to be in
excess of the reasonable business needs of the dealer will be treated
as passive assets.
Tax-Exempt Assets. An asset that produces tax-exempt income is con

sidered a passive asset unless it is identified as inventory in the hands of
a dealer in such assets or it is held by a bank or insurance company that
is protected by the section 1296(b)(2) exception.
The Look-Through Rules of Section 1296(c)

A foreign corporation that owns, directly or indirectly, at least 25 per
cent of the value of the stock of another corporation will, for purposes
of determining if the foreign corporation is a PFIC, be treated as owning
its proportionate share of the assets of such other corporation and as
receiving its proportionate share of the income of the other corporation.
Under these look-through rules, any dividends, interest, etc., received
by the foreign corporation from the 25-percent-owned corporation are
eliminated in applying the gross-income test. The foreign corporation’s
stock investment in the 25-percent-owned corporation is also eliminated
in applying the asset test. The objective of these look-through rules is to
prevent a foreign holding corporation of a subsidiary primarily engaged
in an active business from being classified as a PFIC. In addition, a for
eign corporation cannot avoid PFIC classification by transferring its
passive assets to a subsidiary if such assets are significant relative to
7Notice 89-91, 1989-2 C .B. 399.
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the active business assets. The following example, taken from Rev. Rul.
87-90,8 illustrates this point.
E xam ple 1 0 .2 . U .S . corporation D etco owns all o f the stock o f foreign corpo
ration T heta. T heta Corporation is actively engaged in manufacturing and
sales. T h e average value of its nonpassive assets for the year was $1 million,
and the average value o f its passive assets was $100,000. T h eta Corporation
owns all o f the stock o f foreign corporation O m ega and has a basis of
$500,000 in this stock. T heta contributes most o f its manufacturing profits to
O m ega for investment. For the current year, O m ega owned only passive
assets with an average value of $1 million. These assets produced only pas
sive income, and O m ega did not own 25 percent or more o f any other
corporation. Under section 1296(c), T heta is treated as owning all of
O m ega’s assets and T h eta’s stock investment in O m ega is eliminated.
Therefore, T heta will be a PFIC because more than 50 percent o f its assets
(in value) are passive assets ($1,100,000/$2,100,000). O m ega will also be a
PFIC because more than 75 percent o f its gross income is passive income.

Section 1297(b)(8) provides an exception to the look-through rule if
a foreign corporation owns 25 percent or more of a domestic corporation
that owns stock in other domestic C corporations. For purposes of deter
mining whether the foreign corporation is a PFIC, the C corporation
stock owned by the 25-percent-owned domestic corporation is treated as
a nonpassive asset and any income derived from the stock is nonpassive
income. The objective of this provision is to equalize the tax treatment
between U.S. individual shareholders who hold U.S. stock investments
through a U.S. holding company and those who hold such investments
through a foreign holding company. Before this exception applies, how
ever, the foreign corporation must be subject to the accumulated earnings
tax provisions of section 531 or waive any treaty benefit exempting the
corporation from the accumulated earnings tax. In this way, a foreign
corporation that avoids PFIC treatment under this exception may have
to distribute its earnings to avoid the accumulated earnings tax.
Exceptions to the Definition of a PFIC

A foreign corporation will not be considered a PFIC in its first year of
operation (its “start-up year”), provided it satisfies three requirements
(section 1297(b)(2)). First, no predecessor of the corporation was a
PFIC. Second, the corporation must satisfy the secretary of the Treasury
81987-2 C.B. 216.
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that it will not be a PFIC in either of the first two taxable years following
the start-up year. Third, the corporation must not in fact be a PFIC in
either of those two years.
A second exception exists for corporations that change their active
businesses (section 1297(b)(3)). If a foreign corporation can satisfy the
secretary that substantially all of its passive income for the current year is
attributable to proceeds from the disposition of one or more active trades
or businesses (that is, the passive income is from the temporary invest
ment of the proceeds from such a sale), it can avoid PFIC status by
satisfying essentially the same requirements as a start-up company. The
corporation must establish that neither it nor a predecessor corporation
was a PFIC in a prior year and that it will not be a PFIC in the first two
years after the year of disposition of the active business assets. It must
also not be a PFIC in fact for those two years.
Finally, a foreign investment corporation that is described in section
1247 will be excluded from the definition of a PFIC. This rule applies
to corporations that made an election before 1963 to distribute their
income currently and is thus limited in its scope.

Taxation of Shareholders Who Do Not Make the
QEF Election
Shareholders who are U.S. persons and who do not make a qualified
electing fund (QEF) election are subject to the tax rules of section 1291.
Under these rules, shareholders are not subject to taxation on the earn
ings of the PFIC until the PFIC makes a distribution to the shareholders
or the shareholders dispose of part or all of their PFIC stock.
Under regulations proposed by the Treasury in 1992, a distribution for
purposes of section 1291 includes any actual or constructive transfer of
money or property by the fund (Prop. Treas. Reg. Sec. 1.1291-l(b)(l)).
This definition would include a dividend or redemption and is broad
enough to encompass even a return of capital. Nontaxable stock distribu
tions under section 305(a) or 355(a) are not treated as distributions.
Also not included are distributions previously included in income under
subpart F, under the foreign personal holding company rules, or as the
result of a QEF election.
The proposed regulations introduce indirect distribution rules that
treat a direct distribution from a PFIC to a non-U.S. person as a distribu
tion subject to section 1291 if the recipient of the distribution is owned
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by a U.S. person who is an indirect shareholder (Prop. Treas. Reg. Sec.
1.1291-2(f ). A U.S. person is considered an indirect shareholder for
purposes of these rules if certain ownership tests are met (Prop. Treas.
Reg. Sec. 1.1291-1(b)(8)). For example, a U.S. person who owns 50 per
cent or more in value of a foreign corporation that is not a PFIC
is deemed to own a proportionate share of any stock owned directly or
indirectly by that corporation. A U.S. person is deemed to own a propor
tionate amount (by value) of any stock owned by a PFIC or partnership
in which the U.S. person has a direct or indirect ownership interest.
Indirect distributions subject to inclusion under subpart F and section
1291 are taxed under the rules of section 1291 only (Prop. Treas. Reg.
Sec. 1.1291-2(0(3)).
If the distribution meets the definition of an excess distribution, the
shareholder is subject to U.S. tax and an interest charge based on the
value of the tax deferral. This “deferred tax amount” is computed by allo
cating the excess distribution to each day of the shareholder’s holding
period for the investment in the PFIC. The allocation is made on a
share-by-share basis, except that shares with the same holding period
may be aggregated (section 1291(b)(3)(A)).
The excess distribution that is allocated to the current tax year and
to the taxpayer’s holding period that precedes the first day of the first tax
able year during which the corporation became a PFIC (beginning after
1986) is included in the shareholder’s gross income as ordinary income
and taxed at the shareholder’s current-year marginal tax rate (section
1291(a)(1)(B)). The excess distributions allocated to other years during
which the corporation was a PFIC (“noncurrent years”) are subject to tax
using the highest marginal rate imposed under section 1 or section 11 for
the year to which the distribution was allocated (section 1291(c)(2)).
The tax rate is imposed without regard to the actual marginal tax rate of
the shareholder for that year (that is, without regard to the shareholder’s
deductions or credits). In addition, an interest charge is added to the tax
using the rates and methods provided in section 6621 for the under
payment of tax. The interest is computed beginning with the due date of
the tax return for the year to which the excess distribution was allocated
(without regard to extensions) and ending with the due date of the tax
return for the year in which the excess distribution was made (also with
out regard to extensions) (section 1291(c)(3)). Interest is not computed
on the excess distribution allocated to the current year or the pre-PFIC
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years. The interest paid is treated as interest paid under section 6601 on
the due date for the current-year tax return.
Gain from disposal of PFIC stock is treated as if the gain was an
excess distribution (section 1291(a)(2)). Such gain is allocated to each
day of the shareholder’s holding period, and a deferred tax amount is
computed for the gain allocated to tax years other than the current year
and pre-PFIC years. Gain included as gross income in the shareholder’s
current taxable year is treated as ordinary income even if the gain would
have been capital gain had the PFIC provisions not applied.
Under proposed regulations, a disposition includes “any transaction
or event that constitutes an actual or deemed transfer of property for any
purpose of the Code or regulations” (Prop. Treas. Reg. Sec. 1.1291-3(b)(1)).
This includes (but is not limited to) a sale, exchange, gift, transfer at
death, liquidation, redemption treated as a sale or exchange, or a distri
bution subject to section 311, 336, 337, 355(c), or 361(c). Dispositions
also include a change in U.S. citizenship or residence (to a nonresident
alien) and direct and indirect pledges of PFIC stock as security for an
obligation. Indirect disposition rules similar to the indirect distribution
rules are also proposed (Prop. Treas. Reg. Sec. 1.1291-3(e)). Such rules
would apply when a U.S. person disposes of an entity owning a PFIC or
the entity itself disposes of the PFIC.
E xam ple 1 0 .3 . W heeler is a U .S . shareholder o f foreign corporation Zeta,

which has met the definition o f a PFIC since January 1, 1992. W heeler owns
1,000 o f the 2,000 shares o f Zeta outstanding, which he purchased on
January 1, 1991. O n December 31, 1995, Zeta made a distribution to
W heeler o f $100,000. It was determined that all $100,000 o f the distribution
m et the definition o f an excess distribution. For purposes o f determining the
deferred tax amount, W heeler must allocate the $100,000 distribution pro
rata to each day beginning with the start o f his holding period and ending
with the date of the distribution. In this case, $20,000 is allocated to each
year in the holding period. A m ounts allocated to the current year (1995)
and to pre-PFIC years (1991) are included in W heeler’s gross income for
1995 as ordinary income (that is, a total o f $40,000). T h e $20,000 allocated
to 1993 is taxed at a rate o f 31 percent ($6,200). T h e $20,000 allocated to
1994 and 1995 is taxed at a rate o f 39.6 percent ($7,920 for each year). In
addition, interest is charged on the $6,200 o f tax from 1992, beginning on
M arch 15, 1993, and ending on M arch 15, 1996, (assuming a calendar
taxable year), using the same rates applied to underpayments o f tax under
section 6621. Interest is computed on the $7,920 o f tax from 1993 for the
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period beginning M arch 15, 1994, and ending M arch 15, 1996. Interest
is computed on the $7,920 o f tax from 1994 for the period beginning
M arch 15, 1995, and ending M arch 15, 1996.

Example 10.4. Assum e, in exam ple 10.3, that W heeler sold his stock in Zeta
on Decem ber 31, 1995, for $200,000 and recognized a gain o f $100,000. A ll
o f the gain would be treated as an excess distribution, and the calculation of
W heeler’s tax consequences would proceed in the same manner as if he had
received an excess distribution. T h e am ount included in his gross income in
1995 would be treated as ordinary income even if the gain was from the sale
o f a capital asset.

Definition of an Excess Distribution

An excess distribution is defined as the portion of the PFIC’s currentyear “total excess distribution” that is allocated to a share of stock for
a particular year (section 1291(b)(1)). The total excess distribution is
the excess of the PFIC’s total current-year distribution with respect to
stock held by the shareholder over 125 percent of the average amount
distributed with respect to such stock during the three preceding years.
Example 10.5. Voss, a U .S . individual, acquired 100 shares o f Sigm a Ltd., a
PFIC, on January 1, 1991, and 100 shares on January 1, 1992. Voss received
the following distributions from Sigm a Ltd.:
Date of Distribution

Amount
Distributed

December 31, 1991
December 31, 1992
December 31, 1993
December 3 1 , 1994
A pril 1 , 1995
O ctober 1, 1995

$ 50
100
100
100
150
50

O n a per-share basis, Voss received $0.50 per share from the distributions
made in 1991, 1992, 1993, and 1994. Therefore, none o f the distributions is
considered an excess distribution. W ith respect to the distributions received
in 1995, however, she received $0.75 per share on A pril 1 and $0.25 per
share on O ctober 1. T h e total for 1995 o f $1 per share is $ 0 .375 per share
greater than 125 percent o f the average o f the prior three years (125% X
$0.50 = $ 0 .625). T his am ount becomes the excess distribution for each share
o f stock.
T h e total excess distribution with respect to Voss’s 200 shares is $75
($ 0 .375 X 200 shares). T h e total excess distribution is allocated pro rata to
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each distribution made during 1995. Therefore, $56.25 ($75 X $150/$200)
is allocated to the distribution made on A pril 1 and $18.75 is allocated to
the distribution made on O ctober 1. Each excess distribution must be allo
cated between each block o f stock outstanding on the date o f the
distribution ($28.125 and $9.375 to each block o f stock). T he amount allo
cated to each block o f stock must then be allocated to each day o f Voss’s
holding period for the block o f stock. In the case o f the stock acquired on
January 1, 1991, Voss’s holding period on A pril 1, 1995, is 1,552 days. T h e
total excess distribution received on A pril 1 ($28,125) is allocated as follows
to Voss’s taxable years in the holding period: $6.61 in 1991, 1992, and 1993;
$6.63 in 1994; and $1.65 in 1995. T h e holding period for the stock acquired
in 1992 is 1,187 days as o f April 1, 1995. T he total excess distribution received
on A pril 1 ($28.125) with respect to this stock is allocated to Voss’s taxable
years as follows: $8.65 in 1992 and 1993, $8.67 in 1994, and $2.16 in 1995.
Voss’s tax on the A pril 1 distribution would be computed in two steps.
T h e am ount allocated to 1995 would be treated as ordinary income received
in 1995. T h e amounts allocated to 1991, 1992, 1993, and 1994 would be
taxed by multiplying the amounts times the highest individual marginal rate
for those years. In addition, an interest charge would be assessed on each of
the distributions allocated to years other than 1995. Because none o f the dis
tributions were allocated to a year in Voss’s holding period during which
Sigm a Ltd. was not a PFIC, all o f the amounts allocated to other than the
current year are subject to the deferred tax amount.
Voss’s tax on the excess distribution received on O ctober 1 would be
computed in a manner similar to the A pril 1 distribution, except that her
holding period would include the days from A pril 1 to O ctober 1.9

In making the computation to determine whether a portion of a
current-year distribution is an excess distribution, any excess distribution
received during the three preceding years and allocated to a year other
than the year in which it was received or a pre-PFIC year (that is, any
amount subject to the deferred tax) is not taken into account in making
the computation of the average amount received by the shareholder for
that three-year period.
E xam ple 1 0 .6 . Assum e, in exam ple 10.5, that the shareholder receives a
distribution from Sigm a Ltd. o f $250 in 1996. For purposes o f computing the
portion o f the distribution that is an excess distribution, the shareholder
must compute the average distributions received for 1993, 1994, and 1995.

9Joint Committee on Taxation,
Sec. 1.1291-4.

G e n e r a l E x p la n a tio n ,

1027-1028 and Prop. Treas. Reg.
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She may include only the portion o f the excess distribution received on
A pril 1, 1995 ($56.25) that was included in her taxable income for 1995
($3.81). T h e remainder is not included in the com putation o f the average
for the preceding three years because it was subject to the deferred tax.

Section 1291(b)(2)(B) provides that the excess distribution will be
zero for distributions received during the taxable year in which the U.S.
shareholder’s holding period for the stock begins. A deemed dividend
under section 304 is treated as an excess distribution to the extent the
dividend is treated as paid from the section 1291 fund’s earnings and
profits (Prop. Treas. Reg. Sec. 1.1291-2(b)(3)).
Anti-Avoidance Rules

Shareholders who have not made a QEF election are subject to several
anti-avoidance rules. In particular, such shareholders are subject to the
anti-avoidance rules applicable to shareholders in foreign investment
companies found in sections 1246(c), 1246(d), 1246(e), and 1246(f).
Under these rules, a shareholder who receives stock with a basis deter
mined by the basis of PFIC stock (that is, a transferred or substituted
basis) inherits the holding period and attributes of the PFIC stock. In
addition, a shareholder is treated as owning PFIC stock to the extent
of his or her pro rata share of any PFIC stock owned by a domestic cor
poration or a grantor trust in which the shareholder owns stock or
certificates. Five-percent shareholders of a PFIC may be required by the
secretary of the Treasury to provide additional information. Finally, as
modified by section 1291(e)(1), PFIC stock is not given an increase in
basis at the death of the shareholder, as would normally be the case
under section 1014 (except if the shareholder was a nonresident alien at
all times during his or her holding period).
To prevent the potential avoidance of the PFIC tax on tax-free
transfers of the PFIC stock, Congress enacted section 1291(f), which
authorizes the secretary of the Treasury to write regulations that require
the full recognition of gain at the time of the transfer of the PFIC stock,
notwithstanding any other nonrecognition provisions applicable to the
transfer. Proposed regulations under this subsection were issued in 1992.10
In general, the situations in which gain is recognized are those in which
the section 1291 tax and interest are potentially avoidable. Situations in
10Prop. Treas. Reg. Sec. 1.1291-6.
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which immediate gain recognition is required are gifts of stock in a non
qualified fund to a nontaxpaying entity such as a charity or a foreign
person, or otherwise nontaxable stock exchanges in which the transferor
receives non-PFIC stock in exchange for PFIC stock.

Taxation of Shareholders of Qualified
Electing Funds
U.S. persons who make an election to treat a PFIC as a qualified electing
fund (QEF) are taxed currently on their pro rata share of the PFIC’s long
term capital gain and ordinary earnings for the taxable year that ends
with or within the shareholder’s taxable year (section 1293(a)). A share
holder’s pro rata share is the cumulative amount that would have been
distributed with respect to his or her stock if the PFIC had distributed,
on each day, a pro rata amount of its net capital gain and ordinary earn
ings for the year. Under the Technical and Miscellaneous Revenue Act
of 1988, it is intended that future regulations will allow a QEF to allocate
income on other than a daily basis provided it maintains such records as
the secretary of the Treasury may require. For example, the QEF may
allocate monthly income ratably over a daily basis. This could provide a
more accurate determination of income for U.S. shareholders who own
stock for part of the year.
The amount taxed currently under section 1293(a) increases the
basis of the shareholder’s PFIC stock (section 1293(d)(1)). Subsequent
distributions of income previously taxed under section 1293(a) will be
nontaxable when actually received (section 1293(c)). Such distributions
reduce the PFIC’s earnings and profits and reduce the shareholder’s basis
in the PFIC stock with respect to which the distribution was made (sec
tion 1293(d)(2)).
Ordinary Earnings and Net Capital Gain

Ordinary earnings is the excess of the QEF’s earnings and profits for the
taxable year over its net capital gain (section 1293(e)(1)). A QEF’s net
capital gain for the year cannot exceed its earnings and profits for the
current taxable year.
A QEF computes its earnings and profits using the rules of section
312. However, the QEF may use the installment method of accounting,
the completed contract method of accounting, or the LIFO inventory
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method, if applicable (that is, the adjustments required by sections
312(n)(4), (5), and (6) do not apply). These adjustments affect earnings
and profits only for purposes of income inclusion under section 1293(a);
they do not change the computation of earnings and profits for purposes
of determining whether a distribution is a dividend. In addition, if
income was distributed as a dividend prior to its inclusion in income as
current PFIC earnings (for example, amounts received under the com
pleted contract method are distributed as a dividend before the income
is included in the PFIC’s earnings and profits for purposes of computing
its ordinary earnings), such income will not be included as PFIC income
in the later year (section 1293(g)(2)).
Election to Defer Current Payment of Tax

A shareholder who has made a QEF election may elect to defer the tax
due on his or her pro rata share of undistributed earnings of the QEF
(section 1294). This election is not available if any of the income would
otherwise be includable in income under the foreign personal holding
company rules (section 551) or the subpart F rules (section 951). In addi
tion, the election to defer tax is treated as an extension of time to pay
the tax, and therefore, the shareholder is liable for interest on the
deferred amount under the rules of section 6601.
The tax that may be deferred is the excess of the tax imposed with
the inclusion of the “undistributed earnings” of the PFIC over the tax
imposed without the inclusion of the undistributed earnings of the PFIC.
The PFIC’s undistributed earnings are computed as the amount included
in the shareholder’s income under section 1293(a) less any amounts
distributed tax free to the shareholder during the taxable year by reason
of section 1293(c).
E xam ple 1 0 .7 . Peters, a U .S . individual, owned 50 percent o f G am m a C o r
poration, a PFIC, during 1995. G am m a had ordinary earnings o f $100,000
and no capital gains. Peters had made a Q EF election and thus he included
$50,000 in his income for 1995 as his pro rata share o f undistributed earn
ings. Peters had $50,000 o f domestic-source income and $10,000 of expenses
not definitely related to any gross income. His taxable income for 1995 with
the inclusion o f the undistributed earnings would be $90,000 ($50,000 +
$50,000 — $10,000). W ithout the inclusion o f the undistributed earnings,
his taxable income would be $40,000 ($50,000 — $10,000). T h e tax on the
difference (assuming a rate o f 31 percent) would be $15,500 (31% X
$50,000). Peters may elect to defer payment o f the $15,500 by making an
election under section 1294.
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The extension to defer payment of tax on the undistributed earnings
is terminated on the occurrence of several events (section 1294(c)).
When earnings for which the extension was made are received by the
shareholder, the extension terminates with respect to the tax deferred on
those earnings. The election terminates when PFIC stock is transferred
during the year with respect to earnings attributable to that stock. This
rule applies to all transfers of stock, regardless of whether gain or loss is
recognized on the transfer (for example, a gift of the stock or a transfer at
death). If the PFIC ceases to be a QEF or the foreign corporation ceases
to be a PFIC, all previous elections to defer tax with respect to that cor
poration are terminated.
A loan made directly or indirectly from the PFIC to a shareholder
who has made an election to defer paying the tax is treated as a distribu
tion that terminates the election to the extent the loan represents
undistributed PFIC earnings. This deemed distribution also reduces the
shareholder’s basis in the PFIC stock if an actual distribution would have
been nontaxable under section 951(c). Indirect loans can arise when the
PFIC makes a loan to a domestic corporation controlled by the U.S.
shareholder of the PFIC or the PFIC guarantees a loan by a third person
to its U.S. shareholder.
A termination event causes the deferred tax and interest to be payable
on the due date (without regard to extensions) for the tax return for the
year in which the event takes place. A shareholder may elect to pay the
deferred tax and interest prior to the occurrence of a termination event.
The election itself is made on an annual basis and must be made by
the due date (including extensions) for the tax return for the year in
which the undistributed PFIC earnings are included in the shareholder’s
gross income. The details for making the election are included in Temp.
Treas. Reg. Sec. 1.1294-1T(d).
Making the QEF Election

The QEF election is made at the U.S. shareholder level rather than at
the PFIC level (section 1295(a)). Once made, the election may not be
revoked for future years except with the permission of the secretary of
the Treasury. The QEF election must be made on or before the due date
(including extensions) for filing the shareholder’s income tax return for
the taxable year in which the election is made. The due date for making
a timely election may be extended if the shareholder reasonably believed
that the foreign corporation was not a PFIC for the year in question (for
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example, the corporation’s valuation of its assets showed that its passive
assets were less than 50 percent of total assets; this valuation was later
changed after IRS audit, and the value of the passive assets now exceeds
50 percent of its total assets).11
The QEF election may be made by any U.S, person who is a direct or
indirect owner of the PFIC. In a chain of ownership, only the first U.S.
person who is a direct or indirect owner may make the election. For
example, a U.S. person who is a partner in a U.S. partnership that is a
shareholder of a PFIC will only be eligible for QEF status if the partner
ship makes the QEF election (all U.S. partners will be subject to the
election). If the U.S. person is a partner in a foreign partnership that
is a shareholder in a PFIC, the U .S. partner must make the QEF elec
tion. U.S. persons who are shareholders in an S corporation that is a
shareholder of a PFIC will be eligible for QEF treatment only if the
S corporation makes the QEF election. In an affiliated group of corpora
tions filing a consolidated income tax return, the common parent makes
the QEF election for all members of the group, pursuant to Treas. Reg.
Sec. 1.1502-77(a).
A shareholder making a QEF election must attach a “shareholder
election statement,” a “PFIC annual information statement,” and Form
8621 to each tax return that includes undistributed PFIC earnings. The
details of what to include in each statement are contained in Notice
88-125.12 A major component of the QEF election is the requirement
that the PFIC permit the shareholder to inspect and copy the PFIC’s
permanent books and records to establish the shareholder’s pro rata share
of the PFIC’s ordinary earnings and net capital gain.
Direct and Indirect Ownership

To determine the U.S. shareholder’s pro rata share of the PFIC’s ordinary
earnings and net capital gain, the ownership attribution rules of section
1297(a) are applied. A U.S. person is deemed to own the stock owned
by a partnership, estate, or trust in proportion to his or her interest in

1Notice 88-125, 1988-2 C.B. 535.
12Ibid.
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the entity. A U.S. person who owns 50 percent or more of the value of
the stock of a corporation is deemed to own a proportionate share of the
corporation’s stock in a PFIC. If the corporation in which the U.S.
person owns stock is itself a PFIC, the U.S. person is treated as owning
a proportionate share of the PFIC’s stock in a second-tier PFIC, regard
less of the person’s ownership percentage (that is, the 50-percent rule
does not apply). Finally, a U.S. shareholder who has an option to pur
chase PFIC stock is treated as owning the PFIC stock for purposes
of section 1293(a). A U.S. person who is deemed to own stock under
section 1297(a) is not treated as actually owning the stock for purposes
of reattributing the stock to another person. This rule may be modified
by regulations to treat a U.S. partnership that is the indirect owner of
PFIC shares as actually owning the stock for purposes of reattributing the
stock to its U.S. partners.
If a U.S. person is treated as owning stock in a PFIC under the attri
bution rules, any distribution to the actual owner of the stock is treated
as a distribution to the U.S. person (section 1297(b)(5)). Such distribu
tions will be treated as the receipt of previously taxed income and will
not be included in the income of the U.S. person a second time.
Coordination of Section 1291 With the Taxation of
Shareholders Making the QEF Election

The deferred tax and interest rules of section 1291 do not apply to distri
butions from a PFIC or to gain recognized on the sale of PFIC stock if
(1) the PFIC is a QEF with respect to the shareholder for each of its tax
able years beginning after 1986 for which it is a PFIC and (2) that includes
any portion of the taxpayer’s holding period (section 1291(d)(1)). Gain
recognized on the sale of such PFIC stock will be capital gain if the stock
is a capital asset and will not be subject to an interest charge. PFICs for
which a QEF election has been in place for all taxable years that include
a shareholder’s holding period are known as pedigreed PFICs (Prop. Treas.
Reg. Sec. 1.1291-1(b)(2)(ii)).
If the PFIC was a nonqualified fund for a year beginning after 1986
and such year includes a portion of the shareholder’s holding period,
any subsequent gain on the sale of the PFIC stock will be subject to the
section 1291 deferred tax and interest rules, even if the shareholder
subsequently makes a QEF election. Such QEFs are referred to as unped
igreed QEFs (Prop. Treas. Reg. Sec. 1.1291-l(b)(2)(iii)). A shareholder
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who owns stock in a PFIC that previously was a nonqualified fund
and for which a QEF election is made in a subsequent year may
avoid the deferred tax and interest charges by electing to recognize
gain on the unrealized appreciation of the PFIC stock held on the first
day of the taxable year in which the QEF election is made (section
1291(d)(2)(A)).
As a result of this election, the shareholder is deemed to sell the
PFIC stock for its fair market value on the first day of the shareholder’s
taxable year for which the QEF election applies. This gain is treated as
gain from the disposition of PFIC stock under section 1291 and is allo
cated to the days in the holding period of the shareholder prior to the
first day of the taxable year in which the QEF election is made. The gain
is subject to both deferred tax and interest. The shareholder increases
the basis in the PFIC stock by the amount of the gain, and the holding
period for the stock begins on the first day of the taxable year of the QEF
election. Any subsequent gain on the actual sale of the PFIC stock is
taxed under the QEF rules.
This “marking to market” election may be made by shareholders
who hold stock in the PFIC on the first day of the taxable year in which
the PFIC becomes a QEF with respect to the shareholder and who can
establish to the satisfaction of the secretary of the Treasury the fair
market value of the stock on such first day (section 1291(d)(2)(A)). The
election is made by filing Form 8621 or a statement containing the infor
mation and representations required in Temp. Treas. Reg. Sec.
1.1291-10T(d)(2). The shareholder may also make the election by filing
an amended return within three years of the due date (as extended) of
the return filed for the year in which the QEF election was made.
E xam ple 1 0 .8 . Jones, a U .S . individual, has owned stock in foreign corpora

tion Phi since July 1, 1985. Phi m et the definition o f a PFIC for each of its
taxable years beginning after 1986. In 1992, Jones makes a Q EF election
with respect to Phi. O n the first day o f Phi’s taxable year for which Jones
made the Q EF election, the fair market value o f her stock in Phi was
$100,000 and her adjusted basis was $60,000. Jones may elect to recognize
the $40,000 unrealized appreciation as gain on the first day o f Phi’s taxable
year. T h e gain will be allocated to each day in her holding period prior to the
deemed sale date and be taxed under section 1291. Jones’s adjusted basis
in the stock will increase to $100,000, and her holding period will begin on
the first day o f the taxable year in which the Q EF election was made. If she
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sells the PFIC stock in 1995 for $120,000, the $20,000 gain will be treated as
capital gain and will not be subject to deferred tax or interest.

Time for Determination of PFIC Status
A shareholder in a PFIC that is a nonqualified fund will continue to be
treated as holding PFIC stock for every year he or she holds the stock,
even if the foreign corporation no longer qualifies as a PFIC (section
1297(b)(1)). This means that distributions or any gain on the subse
quent sale of the PFIC stock will be subject to deferred tax and interest.
A shareholder of a foreign corporation that was not a QEF at some point
during the shareholder’s holding period and that ceases to be a PFIC may
elect to purge the stock of its PFIC “taint” by electing to recognize gain
on the stock’s unrealized appreciation as of the close of the taxable year
in which the corporation ceased to be a PFIC. The gain is taxed under
the section 1291 rules and is subject to deferred tax and interest.
However, subsequent gain recognized on the actual sale of the stock will
not be subject to the section 1291 rules. The election requirements
under section 1297(b)(1) are similar to those under section 1291(d)(2).
A shareholder makes the election by filing Form 8621 or a statement
that includes the representations and information specified in Temp.
Treas. Reg. Sec. 1.1297-3T(b)(2).
The stock of a PFIC that was a QEF for all of the shareholder’s hold
ing period automatically ceases to be PFIC stock when the foreign
corporation no longer is a PFIC. However, this event is considered a
disposition for purposes of terminating all prior elections to defer the
payment of tax and interest under section 1294.

Coordination of PFIC Rules With Subpart F Rules
Amounts that are includable in a shareholder’s income under both the
subpart F rules (section 951) and the PFIC rules are included first under
the subpart F rules, and any additional amounts are includable under the
PFIC rules (section 951(f)). Therefore, a U.S. person who meets the
definition of a U.S. shareholder found in section 951(b) (that is, a share
holder who owns, directly or indirectly, 10 percent or more of the total
combined voting power of all classes of stock entitled to vote) and who is
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a shareholder in a PFIC that is also a controlled foreign corporation
(C FC ) will be taxed currently on the subpart F income of a PFIC that is
a nonqualified fund. In the case of a PFIC that is a QEF, the shareholder
will be taxed currently under the subpart F rules on the QEF’s subpart F
income and will be taxed currently under section 1293 on any additional
earnings.
A shareholder of a PFIC that is a nonqualified fund who is taxed
currently under the subpart F rules will not be taxed a second time on
a distribution of such income. Under section 1291(b)(3)(F), an excess
distribution does not include amounts treated as previously taxed income
under section 959(a). Gain on the sale of stock of a nonqualified fund
that is a CFC is taxed under section 1291 and is not subject to the rules
of section 1248.
QEF Status Not Elected

A U.S. shareholder of a CFC/PFIC that was not a QEF at some point
during the shareholder’s holding period and for which the shareholder
makes a subsequent QEF election may make a special election under sec
tion 1291(d)(2)(B) to purge the stock of its section 1291 taint. Instead
of recognizing gain on the unrealized appreciation in the stock as of the
first day of the shareholder’s taxable year of the QEF election, the share
holder may elect to include in gross income as a dividend received on
such first day (the “qualification date”) an amount equal to his or her
pro rata share of the corporation’s “post-1986 earnings and profits.”
Post-1986 earnings and profits is defined as the earnings and profits accu
mulated (1) in taxable years beginning after 1986 and (2) during the
period in which the shareholder held the stock while the corporation
was a PFIC. According to temporary regulations, the PFIC must satisfy
the income or asset tests for the first year in which the QEF election is
intended to apply (Temp. Treas. Reg. Sec. 1.1291-9T(h)(2)). The amount
of the deemed dividend increases the shareholder’s stock basis in the PFIC,
and the holding period for such stock begins on the qualification date.
The dividend is treated as an excess distribution and is allocated
only to the days taken into account in computing the corporation’s post1986 earnings and profits (that is, the holding period takes into account
only days in taxable years beginning after 1986 during which the share
holder held the stock). The dividend increases the basis of the shareholder’s
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stock in the PFIC, and the holding period begins on the date the divi
dend is deemed to be received. The dividend is treated as included
in gross income under section 1248(a) for purposes of section 959(e).
Qualified Electing Funds

In the case of a CFC/PFIC that is a QEF, any gain from the sale of the
stock is not treated as a dividend under section 1248(a), to the extent it
represents income that was previously taxed under the QEF rules and
that has not been distributed by the PFIC.
Special rules apply to U.S. shareholders of a CFC/PFIC with respect
to certain “high tax” income (income subject to a rate of tax that is at
least 90 percent of the highest rate specified in section 11) and income
from U.S. sources that is effectively connected with a U.S. trade or busi
ness and that is not exempt from U.S. tax (or is subject to a reduced rate
of tax) pursuant to a treaty with the United States (section 1293(g)(1)).
Such income is excluded from the ordinary earnings and net capital gain
of the QEF for purposes of determining the U.S. shareholder’s pro rata
share of the QEF’s earnings under section 1293(a). It is anticipated that
such income will have to be segregated into a separate earnings and prof
its account, and ordering rules to characterize subsequent distributions
that are similar to the section 959(c) ordering rules will be prescribed.13
Congress also provided regulatory authority to prevent the same item
of income of a QEF from being included in the gross income of a U.S.
person more than once (section 1293(g)(2)). In the case of a CFC/PFIC
that is a QEF, it is intended that in cases in which the CFC/PFIC owns
stock in a second-tier CFC that is not a PFIC, U.S. shareholders who
include the subpart F income of the second-tier corporation in their
income currently under the subpart F rules will not include such income
in gross income a second time under the QEF rules when the second-tier
corporation distributes such income to the first-tier CFC/PFIC (that is,
the distribution will not be included in the ordinary earnings of the firsttier CFC/PFIC with respect to that shareholder).14

13S e n a te F in a n c e C o m m itte e R ep o rt,

14Ibid., 341.
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Coordination of the PFIC Rules With the Foreign
Tax Credit Rules
QEF Status Not Elected

A shareholder of a PFIC for which QEF status was not elected is eligible
for the direct foreign tax credit (section 901) on distributions received,
and corporate shareholders are also eligible for the deemed-paid credit
(section 902). Under the rules of section 1291(g), the U.S. shareholder
first determines the direct (for example, withholding) foreign taxes and,
if applicable, the indirect foreign taxes that are creditable under the gen
eral foreign tax credit rules. The shareholder must then apportion, on a
pro rata basis, the creditable taxes between the portion of the distribu
tion that is an excess distribution and the portion that is not an excess
distribution. The gross-up principles of section 78 are applied to deter
mine the amount of the distribution and the portion that is an excess
distribution. Examples of the apportionment process are found in Prop.
Treas. Reg. Sec. 1.1291-5.
The creditable taxes that are attributable to the excess distribution
that is apportioned to the current and pre-PFIC years are taken into
account under the general foreign tax credit rules. The creditable taxes
that are allocated to days in years on which the deferred tax is imposed
are subject to the separate foreign tax credit limitation rules of section
904. The creditable tax may reduce the deferred tax due for a particular
year, but not below zero. Any excess of creditable tax over the deferred
tax due may not be carried over.
E xam ple 1 0 .9 . Lansing Corporation, a U .S . corporation, received a $100
dividend from Eta Corporation, a CFC /PFIC , on the last day o f its taxable
year. A creditable foreign tax o f $5 was withheld on the payment. In addi
tion, Lansing Corporation is entitled to a deemed-paid credit o f $50 under
section 902, and the dividend is all general lim itation income. A fter taking
into account the $50 gross-up under section 78, Lansing Corporation has an
excess distribution o f $90. Lansing Corporation purchased the stock o f Eta
on the first day o f the fourth taxable year prior to the current year. For pur
poses o f computing the creditable taxes under section 1291(g), Lansing
Corporation has $55 o f creditable taxes, $33 o f which are allocated to the
excess distribution ($90/$ 150 X $55). Assum ing there are no pre-PFIC
years in Lansing Corporation’s holding period, $72 o f the excess distribution
is subject to deferred tax. (O n a pro rata basis, four-fifths o f the distribution
would be allocated to years other than the current taxable year.) Therefore,
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$26.40 o f the creditable taxes would be available to reduce the deferred taxes
($72/$90 X $33). Assum ing a U .S . tax rate of 34 percent in each of the
deferred tax years, the cumulative deferred tax would be $24.48 (34% X
$72). T he excess creditable tax o f $1.92 may not be used to offset any other
U .S . tax in the current year. T he amount o f the excess distribution that is
allocated to the current year ($18) and the foreign tax credit attributable to
it ($6.60) are combined with the non-excess distribution ($60) and its
attributable foreign tax credit ($22) and are taken into account in the cur
rent taxable year under the general foreign tax credit rules.15

Qualified Electing Funds

U.S. persons who are shareholders of a QEF are eligible for the direct
foreign tax credit and, if applicable, the indirect foreign tax credit on
distributions from the PFIC. In cases in which the QFF is a CFC, a cor
porate shareholder that is also a U.S. shareholder will be eligible to treat
the amounts included in income under section 1293(a) as received under
section 951(a) for purposes of claiming the indirect foreign tax credit
allowed under section 960 (section 1293(f)). Amounts distributed to
such corporate shareholders and excluded from gross income under sec
tion 1293(c) are treated as excluded under section 959 for purposes of
claiming a foreign tax credit under section 960.
For purposes of applying the foreign tax credit limitation under sec
tion 904, a U.S. person who is also a U.S. shareholder in a CFC/PFIC is
subject to look-through treatment similar to the subpart F rules. If a QFF
meets the definition of a noncontrolled section 902 corporation (section
904(d)(2)(F)) with respect to the taxpayer, the income inclusion under
section 1293(a) is treated, for foreign tax credit purposes, as a dividend
and is subject to a separate limitation. If neither of the previous two con
ditions is satisfied, the income is characterized as passive income for
foreign tax credit purposes.

15Ibid., 338.
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Earnings and Profits
The tax status of actual and deemed distributions from foreign corpora
tions and the characterization of gains from the sale of stock of certain
foreign corporations are determined by reference to the foreign corpora
tion’s earnings and profits. Specifically, the computation of a foreign
corporation’s earnings and profits is required in the determination of the
following:
•

•

•

The indirect (deemed paid) foreign tax credit on actual distributions
(section 902) and deemed distributions of subpart F income (section
960)1
The amount of a controlled foreign corporation’s (CFC) subpart F
income included in a U.S. shareholder’s gross income (section
952(c))2
The amount of a CFC’s investment of earnings in U.S. property or
excess passive assets that is included in a U.S. shareholder’s gross
income (sections 956(a) and 956A)3

1See chapters 7 and 8 for the specific details relating to this topic.
2See chapter 8 for the specific details relating to this topic.
3See chapter 8 for the specific details relating to this topic.
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The amount of an actual distribution from a CFC that is excluded
from a U.S. shareholder’s gross income to the extent it represents
previously taxed earnings and profits (section 959(a) )4
The amount of gain from the sale of CFC stock that is considered a
dividend (section 1248)5
The tax consequences of an inbound or foreign-to-foreign reorgani
zation (section 367(b)6
The tax effects of a section 338 election with respect to the acquisi
tion of the stock of a foreign corporation7
The tax status of deemed and actual distributions from a passive
foreign investment company (PFIC) and the characterization of
gain on the sale of PFIC stock (sections 1291 and 1297)8
The allocation of interest and other expenses under the asset-based
allocation methods (section 864(e)(4))9

The Tax Reform Act of 1986 made significant changes in the com
putation of a foreign corporation’s earnings and profits. Most important,
the computation of the earnings and profits of a CFC and a non-CFC
was harmonized, and such earnings and profits must now be calculated,
with limited exceptions, using the foreign corporation’s functional cur
rency (as defined in section 985).
This chapter begins with a discussion of the “concept” of earnings
and profits as it applies to domestic corporations. The current rules
applicable to the calculation of foreign earnings and profits are then
described. The chapter concludes with a summary of the methods applic
able to foreign earnings and profits for years prior to the effective date of
the Tax Reform Act of 1986 (years beginning after December 31, 1986).
The application of foreign earnings and profits to the various transac
tions listed previously is discussed in the respective chapters, as noted,
and is not repeated in this chapter.

4See chapter 8 for the specific details relating to this topic.
5See chapter 14for the specific details relating to this topic.
6See chapter 14for the specific details relating to this topic.
7See chapter 14for the specific details relating to this topic.
8See chapter 10for the specific details relating to this topic.
9See chapter 5 for the specific details relating to this topic.
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The Com putation of Domestic Earnings
and Profits
A fundamental principle of the U.S. tax system is the double taxation
of distributed corporate income. A U.S. corporation is taxed on the
income it earns (an exception exists for S corporations), and its share
holders are taxed on distributions of that income. A corporate distribution
will be treated as a distribution of corporate earnings (and therefore
included in the shareholders’ income) to the extent it represents a
distribution out of the corporation’s “earnings and profits.” Such dis
tributions are classified as dividends and are included in the gross income
of the shareholder recipient (section 61(a)(7)). Not all distributions to
a shareholder are dividends; a distribution may represent (1) a return of
the shareholder’s previous investment in the corporation (a return of
capital), (2) proceeds from the sale or exchange of part or all of the
shareholder’s stock between the shareholder and the corporation (for
example, a redemption or liquidation), (3) payment of compensation to
the shareholder for services performed, (4) repayment of debt interest
or principal by the corporation on a loan made by the shareholder, or
(5) rental or lease payments for the use of the shareholder’s property.
Section 316(a) defines a dividend as any distribution of property
made by a corporation to its shareholders out of its (1) earnings and profits
accumulated after February 28, 1913, or (2) earnings and profits of the
taxable year (computed as of the close of the taxable year without
diminution by reason of any distributions made during the taxable year),
without regard to the amount of earnings and profits at the time the
distribution was made.
Section 316(a) also states that “every distribution is made out of
earnings and profits to the extent thereof, and from the most recently
accumulated earnings and profits.” In other words, whenever a corpo
ration makes a property distribution to its shareholders in their capacity
as shareholders, the distribution will be treated as a dividend for tax
purposes to the extent it is paid out of the corporation’s earnings-andprofits account. The corporation must keep two earnings-and-profits
accounts: an eamings-and-profits account for the current year’s operations
(current earnings and profits) and an earnings-and-profits account that
represents the cumulative undistributed earnings and profits of all prior
years (accumulated earnings and profits). Any undistributed balance in cur
rent earnings and profits is added to accumulated earnings and profits at
the beginning of the next taxable year.
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This separation of current from accumulated earnings and profits
dates back to 1936, when the United States taxed a corporation on
distributed current-year income at a rate that was lower than that
imposed on retained current-year income. The computation of a currentyear earnings and profits account was necessary to determine whether
current-year income had been distributed or retained. This dual tax rate
structure was repealed in the United States in 1939, but the separation of
current-year earnings and profits from accumulated prior-years earnings
and profits was retained. For corporations that pay out less than their
current earnings and profits each year, this separation is convenient
because it does not require a computation of accumulated earnings and
profits for each year.
Computation of Earnings and Profits

The term earnings and profits has been referred to by commentators as a
“term of art”10 due to the fact that the Internal Revenue Code and the
regulations do not provide a comprehensive definition for it. The term
first appeared in the federal income tax laws in the Revenue Act of 1916
and has since been defined through statute, regulations, rulings, and case
law. Section 312 and related regulations provide a list of “partial” adjust
ments that must be made to taxable income to compute current earnings
and profits. Earnings and profits are not equivalent to “retained earnings”
on a financial balance sheet.11 Earnings and profits are intended to be a
measure of the earnings of the corporation available for distribution to its
shareholders; however, “earnings” does not necessarily mean taxable
earnings. Under this concept, there exists the possibility that a share
holder will be taxed on a distribution of income from a corporation that
was not taxed at the corporate level (nor would have been taxed at the
individual level if the shareholder had received the income directly).
Section 312 lists the types of adjustments that must be made to tax
able income in order to calculate earnings and profits. Earnings and
profits require a separate accounting system. These adjustments can be
characterized as follows:
•

Inclusion of certain types of income that are excluded from taxable
income

10Boris I. Bittker and James S. Eustice, F e d e r a l In co m e T a x a tio n o f C o r p o r a tio n s
S h areh o ld e rs, 5th ed. (New York: Warren, Gorham & Lamont, 1987), 7-5.
11Estate o f Vincent DeNiro, 6 0 T.C.M. 300 (1990).
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Disallowance of certain deductions that are included in taxable income
Allowance of certain deductions that are excluded from taxable
income
Deferral of deductions or acceleration of income due to separate
accounting methods required for earnings-and-profits purposes

Exclusions From Taxable Income Included in Earnings and Profits. Treas.
Reg. Sec. 1.312-6(b) states that “all income exempted by statute” must be
added back to taxable income in computing earnings and profits. However,
leading commentators do not interpret “all” to mean “all.”12 Adjustments
that are made include (1) tax-exempt bond interest (section 103), (2) taxexempt life insurance proceeds (section 101(a)), and (3) refunds of federal
income taxes paid by a cash method corporation. Adjustments are not
made for (1) gifts, (2) contributions to capital, and (3) bequests.
Deductions Allowed for Tax Purposes Disallowed in Computing Earnings
and Profits. “Artificially created deductions” that require no cash outlay

by the corporation or are carryovers from a different tax year are generally
not deductible in computing current earnings and profits. This category
would include (1) the dividends-received deduction (section 243), (2)
net operating loss deductions from a different tax year (section 172),
(3) net capital loss carryback or carryforward from a different tax year
(section 1212), and (4) charitable contribution carryforward from a prior
tax year (section 170).
income Deferred for Tax Purposes Included in Computing Earnings and
Profits. Certain accounting methods that defer the recognition of income

into taxable income are not allowed in the computation of earnings and
profits. If the installment sales method is used for federal income tax pur
poses, the deferred gain must be included in earnings and profits currently
(section 312(n)(5)). Corporations using the completed contract method
must use the percentage-of-completion method for earnings-and-profits
purposes (section 312(n)(6)).
Expenses Deducted for Tax Purposes Deferred in Computing Earnings and
Profits. Section 312(n) was added in 1984 to “ensure that a corporation’s

12For a comprehensive discussion of the details relating to the computation of domestic
earnings and profits, see Bittker and Eustice, F e d e r a l In co m e T a x a tio n o f C o r p o r a tio n s a n d
Sh areh o ld ers, ch. 7.
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earnings and profits more closely conform to its economic income.”13
To achieve this result, expenses such as construction-period interest,
property taxes, and similar carrying charges must be capitalized and
depreciated over the life of the property (section 312(n)(1)). Intangible
drilling costs deducted under section 263(c) must be capitalized and
amortized over sixty months (section 312(n)(2)(A)). Mineral explo
ration and development costs deducted under sections 616 or 617 must
be capitalized and amortized over 120 months (section 312(n)(2)(B)).
Circulation expenditures (section 173) and organization expenditures
(section 248) must be capitalized and treated as part of basis (section
312(n)(3)). Increases in the “LIFO recapture amount” (FIFO inventoryLIFO inventory) will increase earnings and profits (section 312(n)(4)).
Depreciation must be computed using the prescribed earnings-andprofits method (section 312(k)). The depreciation method used depends
on when the assets were acquired. For property acquired after 1986, the
“alternative depreciation system” of section 168(g)(2) must be used; that
is, straight-line depreciation is taken over the asset’s “midpoint class life”
(forty years in the case of real property). The alternative depreciation
system is required for assets used predominantly outside the United
States. For property acquired from 1981 to 1986, straight-line deprecia
tion must be taken using prescribed recovery periods depending on the
asset’s classification (for example, three-year property is depreciated over
five years for earnings-and-profits purposes). For property acquired prior
to 1981, straight-line depreciation must be taken over the asset’s useful
life that is used for federal income tax purposes. If an asset is subse
quently sold or distributed, the gain or loss to be included in earnings
and profits is based on the asset’s basis for earnings-and-profits purposes.
Cost depletion, rather than percentage depletion, of minerals must
be used in computing earnings and profits (Treas. Reg. Sec. 1.312-6(c)).
Items Deducted for Earnings-and-Profits Purposes Not Deductible in Com
puting Taxable income. Certain items not deductible in computing

taxable income are deductible in computing earnings and profits because
such expenditures impair the corporation’s ability to distribute earnings
without reducing the corporation’s capital. Such current-year expendi
tures include (1) federal income taxes (including the alternative
minimum tax) paid or accrued (depending on the method of accounting).
13Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984 (H.R. 4170), 98th Cong., 2d sess., 1985, Committee Print, 177.
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(2) expenses incurred in earning tax-exempt income (nondeductible
under section 265), (3) excess current-year charitable contributions
(nondeductible under section 170(b)(2)), (4) premiums on life insurance
(nondeductible under section 264), (5) current-year net capital loss
(nondeductible under section 1211), (6) entertainment expenses disal
lowed under section 274 (the 50-percent portion), and (7) lobbying
expenses, political contributions, and perhaps penalties and fines under
section 162(c).14
If a distribution is made to a 20-percent corporate shareholder that is
entitled to the dividends-received deduction, the adjustments made by
sections 312(k) and 312(n) are not made in computing earnings and
profits solely for purposes of computing the amount of the corporate
shareholder’s income from the distribution (section 301(e)). The objec
tive of this provision is to reduce the amount of a distribution treated as
a dividend to a corporate shareholder. (Only 20 percent of the distribu
tion is taxable due to the 80-percent dividends-received deduction.)
Accounting Methods

Treas. Reg. Sec. 1.312-6(a) states that a corporation uses the same
method of accounting for earnings and profits as it does for taxable
income unless otherwise specified in section 312(k) or section 312(n).
Gains and losses deferred for tax purposes under section 1031 (like-kind
exchanges) and section 1033 (involuntary conversions) are also deferred
for earnings-and-profits purposes. A corporation using the accrual method
for regular tax purposes must use the accrual method for earnings-andprofits purposes. Older court decisions have held that cash method
corporations can use the accrual method in computing the adjustment to
earnings and profits for federal income t a x e s . 15In more recent decisions
the Tax Court and the 3rd Circuit Court of Appeals have held that cash
method corporations must use the cash method in computing earnings
and profits.16 There is no statute of limitations on the computation of
earnings and profits. A summary of common adjustments made to taxable
income to compute current earnings and profits is provided in table 11.1.
14Bittker and Eustice (F e d e r a l In co m e T a x a tio n o f C o r p o r a tio n s a n d Sh areh o ld ers, 7-22)
speculate that to allow such deductions for earnings-and-profits purposes would frustrate
public policy against such payments.
15D e m m o n v . U n ite d S t a t e s , 3 2 1 F.2d 203 (CA-7, 1963).
16Mazzocchi B u s C o . , I n c ., 14 E3d 923 (CA-3, 1994), a f f 'g 6 5 T.C.M. 1858 (1993).
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Table 11.1
Formula for Computing Current Earnings and Profits

Taxable Income (ornet operating loss)
Add: Exclusions from taxable income
Tax-exempt bond interest (state/municipal bonds)
Life insurance proceeds
Federal tax refunds
Add: Deductions allowed for tax purposes but not for earnings and profits
Dividends-received deduction
Net operating loss deductions from other tax years
Net capital loss carrybacks or carryforwards
Contribution carryforwards
Add: Income deferred for tax purposes but not for earnings and profits
Deferred gain on installment sales
Deferred gain on completed contract method of accounting
Add: Deductions deferred for earnings-and-profits purposes
Tax depreciation in excess of earnings-and-profits depreciation
Percentage depletion in excess of cost depletion
Capitalization of construction-period interest, taxes, and carrying charges
Amortization of intangible costs of oil and gas wells over sixty months
Amortization of mineral exploration and development costs over
120 months
Capitalization of circulation expenditures and organization expenses
Less: Deductions allowed for earnings-and-profits purposes but not for tax
Federal income taxes paid or accrued
Expenses of earning tax-exempt income
Current-year charitable contributions in excess of 10-percent limitation
Nondeductible premiums on life insurance policies
Current year’s net capital loss
Excess of earnings-and-profits depreciation over tax depreciation
Decreases in the “LIFO recapture amount” (FIFO inventory
over LIFO)
Disallowed entertainment expenses and other disallowed expenses
Lobbying expenses and political contributions
Current Earnings and Profits

The Computation of Foreign Earnings and Profits
After the Tax Reform Act of 1986
Prior to the enactment of the Tax Reform Act of 1986 (effective for
taxable years beginning after December 31, 1986), the earnings and
profits of a foreign corporation could be computed using four different
methods. (These methods will be discussed in greater detail later in the
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chapter.) Different methods were required depending on whether the
foreign corporation was a CFC or a non-CFC. In addition, different
methods were required to determine the earnings and profits of a CFC for
actual dividend distributions and for deemed distributions under subpart F
(including investments in U.S. property, section 1248 transactions, and
reorganizations subject to section 367(b)). Under the method required
for subpart F income (sometimes referred to as the full section 964 method), the
CFC was required to recognize exchange gain or loss resulting
from the translation of the earnings and profits account into U.S. dollars.
Congress was concerned that these different methods of computing
foreign earnings and profits gave U.S. shareholders of foreign corpora
tions the opportunity to select the method that provided the most
beneficial deemed-paid credit.17 As a result, in the Tax Reform Act of
1986, Congress mandated that the earnings and profits of a foreign
corporation be “computed consistently under the rules of sections 964(a)
and 986(b) for all federal income tax purposes” (Temp. Treas. Reg. Sec.
1.964-1T(g)(5)). Section 986(b) requires that foreign earnings and prof
its be computed using the foreign corporation’s functional currency (as
defined in section 985(b)).18These rules apply to all foreign corporations
(CFC or non-CFC) and to all transactions requiring the computation of
foreign earnings and profits (for example, actual distributions, subpart F
deemed distributions, section 1248 sales, and section 367(b) reorganiza
tions). Similar rules apply to foreign branches and to other foreign
qualified business units.
As described later in this chapter, a special rule applies to foreign
corporations engaged in business in hyperinflationary economies. Under
recently issued regulations, such corporations are required to use the U.S.
dollar as their functional currency and to compute their earnings and
profits under the dollar-approximate-transactions-method (Treas. Reg.
Sec. 1.985-3).
Functional Currency Method

The earnings and profits of a foreign corporation that does not keep its
books and records in U.S. dollars must be computed “according to rules

17Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986, 99th
Cong., 2d sess., 1987, Committee Print, 1087-1088.
18See chapter 18 for a comprehensive discussion of the definition of a foreign corporation’s
functional currency.
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substantially similar to those applicable to domestic corporations, under
regulations prescribed by the Secretary” (section 964(a)). For taxable
years beginning after December 31, 1986, foreign earnings and profits
must be computed in accordance with the regulations under Treas. Reg.
Sec. 1.964-1, except that translation into U.S. dollars (Treas. Reg. Sec.
1.964-1(d)) and recognition of exchange gain and loss (Treas. Reg. Sec.
1.964-1(e)) are not permitted (Temp. Treas. Reg. Sec. 1.964-1T(g)
( 1)(i)). In essence, the method required by the Tax Reform Act of 1986
is similar to the “partial section 964 method” existing before the Act,
except that foreign taxes are now maintained in U.S. dollars rather than
the foreign corporation’s functional currency.19
The regulations under section 964 provide a three-step method for
computing a foreign corporation’s earnings and profits. Step 1 requires
the foreign corporation to prepare a profit and loss statement for each
year from the books of account regularly maintained by the corporation
for the purpose of accounting to its shareholders. Step 2 requires the for
eign corporation to adjust the profit and loss statement to conform to
U.S. generally accepted accounting principles. Step 3 requires the for
eign corporation to make further adjustments to the profit and loss
statement to conform it to U.S. tax accounting standards. Each of these
steps will be discussed separately.
Step 1—Profit and Loss Statement Preparation. Treas. Reg. Sec. 1.964-

1(a)(1) requires a foreign corporation to prepare a profit and loss
statement in its functional currency from the books of account that it
regularly maintains for the purpose of accounting to its shareholders.
No additional elaboration is provided in the regulations. The objective of
this provision is to ensure that the profit and loss statement is not created
by the foreign corporation solely for use in computing earnings and profits
for U.S. purposes.20
Step 2—Accounting Adjustments. After the profit and loss statement is

prepared, the foreign corporation must adjust the statement to conform to
“those accounting principles generally accepted in the United States for

19For a comprehensive discussion of the current and prior rules applicable to the computa
tion of foreign earnings and profits, see Broenen, Engle, Mott, Shedivy, Stricof, and
Zaiken, Foreign Corporation Earnings and Profits, Tax Management Portfolio No. 932
(Washington, D.C.: Tax Management, Inc., 1990).
20Ibid., A-7.
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purposes of reflecting in the financial statements of a domestic corpora
tion the operations of its foreign affiliates” (Treas. Reg. Sec. 1.964-1 (b)).
Adjustments must be made for the following:
•

•

•

•

Clear reflection of income. Any accounting practice that does not
result in a clear reflection of income and expense on a current basis
is not permitted. Examples include allocations made to an arbitrary
reserve out of current income (Treas. Reg. Sec. 1.964-1(b)(1)(i))
and the inclusion of income from stock dividends and from corpo
rate distributions representing a return of capital (Treas. Reg. Sec.
1.964-1(b)(3), example (2)).
Physical assets, depreciation, etc. All physical assets, including inven
tory, must be accounted for at “historical cost” computed either for
individual assets or groups of similar assets (Treas. Reg. Sec. 1.9641(b)(1)(ii)). Physical assets include all assets other than a “financial
asset” (for example, cash, bank deposits, marketable securities held
for at least six months, loans, and accounts receivable) and include
goodwill, patents, and other intangibles (Treas. Reg. Sec. 1.9641(e)(5)(ii)). Depreciation, depletion, and amortization allowances
are to be based on historical cost, and adjustments based on other
than historical cost (for example, inflation accounting in a hyperin
flationary economy) must be reversed. Examples would include the
Japanese Inventory Reserve for Price Fluctuations, the United
Kingdom Capital Allowances, the Australian Plant and Property
Valuation Adjustment, and the Canadian Capital Cost Allowance.
Valuation of assets and liabilities. Accounting methods that systemati
cally undervalue assets or overvalue liabilities are not permitted,
even if such methods are expressly permitted or required by foreign
law (Treas. Reg. Sec. 1.964-1(b)(1)(iii)). An example requiring
such an adjustment is inventory written down to market value.
Other examples are the Australian Inventory Valuation and the
Chilean Asset Valuation. Accounting methods that comply with
U.S. tax accounting standards allowed under Treas. Reg. Sec. 1.9641(c) are permitted.
Income equalization. Income and expense are to be taken into account
without regard to equalization over more than one accounting
period (Treas. Reg. Sec. 1.964-1(b)(l)(iv)). No effect is to be given
to any equalization reserve or similar provision affecting income or
expense, even though expressly permitted or required under foreign
law, except to the extent that such method complies with U.S. tax
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accounting standards (for example, the percentage-of-completion
method for long-term contracts).
Foreign currency. Transactions recorded in a foreign currency other
than the foreign currency in which the books of the foreign corpora
tion are regularly kept must be translated into the foreign currency
in which the books are kept, using the procedure described in Treas.
Reg. Sec. 1.964-1(d) and section 985.

Accounting adjustments are only required if they are “material”
(Treas. Reg. Sec. 1.964-1(a)). Whether an adjustment is material
depends on the facts and circumstances of each case, including (1) the
amount of the adjustment, (2) its size relative to the general level of the
corporation’s total assets and annual profit or loss, (3) the consistency
with which the practice has been applied, and (4) whether the nature of
the item to which the adjustment relates is recurring or merely nonrecur
ring. Most practitioners use a 5-percent-of-net-income threshold as a
materiality standard.21
Step 3—Tax Adjustments. The profit and loss statement, after adjustment
for U.S. generally accepted accounting principles, must be further
adjusted to conform to U.S. tax accounting standards (Treas. Reg. Sec.
1.964-1(c)(1)). Adjustments are required for (1) accounting methods
(the method must reflect the provisions of section 446 and the regulations
thereunder), (2) inventories (inventories must be accounted for in accor
dance with the provisions of sections 471 and 472 and the regulations
thereunder), and (3) depreciation (depreciation is computed in accor
dance with the provisions of section 167 if less than 20 percent of the
gross income from all sources of the corporation is derived from U.S.
sources; otherwise the earnings-and-profits depreciation method is
required). For taxable years beginning after December 31, 1986, invento
ries must be calculated under the uniform capitalization rules of section
263A (with some exceptions), bad debts must be accounted for using the
direct charge-off method, the percentage-of-completion method is
required for long-term contracts, and the installment sale method may
not be used for earnings-and-profits purposes (the effective date for
this provision is taxable years beginning after December 31, 1987). In
addition, any other methods allowed by the Internal Revenue Code or
applicable regulations may be elected by the foreign corporation, and

21Ibid.
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such election will have the same effect as if made by a domestic corpora
tion (Treas. Reg. Sec. 1.964-1(c)(iv)).
The Treasury issued proposed regulations in July 1992 that eliminate
the book-to-tax adjustments attributable to depreciation and the section
263A uniform capitalization rules in order to simplify the computation of
earnings and profits. Proposed Treas. Reg. Sec. 1.964-1(c)(1)(ii)(B)
states that inventory accounting methods must conform to the tax
accounting requirements of sections 471 and 472, but only those costs
required to be capitalized under U.S. generally accepted accounting prin
ciples are required to be capitalized for earnings and profits purposes. For
earnings and profits purposes, depreciation is computed using the recov
ery methods, conventions, and useful lives used by the foreign corpo
ration in preparing its financial statements in accordance with U.S.
generally accepted accounting principles. The asset’s book basis can be
used in computing earnings and profits unless the book basis differs mate
rially in amount from the asset’s tax accounting basis, in which case the
tax accounting basis is to be used. The regulations contemplate that
material differences are likely to occur if the “push down” or “purchase”
method of accounting is used in determining the book basis of assets of an
acquired foreign corporation, if a section 338 election has been made
with respect to an acquired foreign corporation, or if the section 338
consistency rules apply (Prop. Treas. Reg. Sec. 1.964-1(c)(1)(iii)).
The proposed regulations will apply to taxable years beginning after
December 31, 1991, if finalized. Proposed Treas. Reg. Sec. 1.9641(c)(1)(v) grants an automatic consent to make any accounting method
changes required by adherence to the proposed regulations, provided such
changes take place in the first taxable year beginning after December 31,
1991, and any net adjustments under section 481 are amortized over six
taxable years. The proposed regulations do not apply in computing a for
eign corporation’s taxable or gross income for subpart F purposes. Thus, a
foreign corporation that is a CFC and is subject to subpart F must con
tinue to make the inventory and depreciation tax accounting adjustments
for purposes of computing its subpart F income.
A foreign corporation may adopt any acceptable accounting method
in its first year of operations. In the first year in which a foreign corporation
becomes a CFC, it is permitted to elect different tax accounting methods
without the permission of the Internal Revenue Service, provided such
methods are allowable under the C ode or regulations (Treas. Reg. Sec.
1.964-1(c)(2)). These elections must be made within 180 days after the
close of the first taxable year of the CFC in which the computation of its
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earnings and profits is “significant for United States income tax purposes
with respect to its controlling United States shareholders” (Temp. Treas.
Reg. Sec. 1.964-1T(g)(2)).
For taxable years of a CFC beginning before January 1, 1989, a
significant event is one of the following:
•

•

•

The U.S. shareholders are required to include an amount in their
gross income under section 951(a) (that is, subpart F income or an
investment of earnings in U.S. property).
An amount is excluded from subpart F income by section 952(c)
(the subpart F earnings-and-profits limitation), section 970(a)
(export trade corporations), or former section 952(d) (the chain
deficit rule).
It is sought to be established that the corporation has foreign base
company income (Treas. Reg. Sec. 1.964-1(c)(6)).

For taxable years of a CFC beginning after December 31, 1988,
Temp. Treas. Reg. Sec. 1.964-lT(g)(2) expands the events that
can cause a CFC’s earnings and profits to have U.S. tax significance
to include not only the events listed above, but also the following events:
•
•
•

•

A distribution from the CFC to its shareholders with respect to their stock
Any event making the CFC taxable under section 882
An election by the CFC’s controlling U.S. shareholders to use the
tax book value method of allocating interest expense under section
864(e)(4)
A sale or exchange of the CFC’s stock by the controlling U.S.
shareholders

The filing of the information return required by section 6038 does
not by itself constitute a significant event. The addition of these events
will significantly increase the number of C FC s that are required to make
the necessary accounting method elections.
A failure to adopt or to elect an accounting method, except in cases
in which reasonable cause is demonstrated to the satisfaction of the
commissioner of internal revenue, is treated as an affirmative election to
compute earnings and profits using any permissible accounting method
not requiring an election and reflected in the books of account regularly
maintained by the CFC for the purpose of accounting to its shareholders
(Temp. Treas. Reg. Sec. 1.964-1T(g)(3)). The elections must be made in
accordance with the procedures described in Treas. Reg. Sec. 1.964-1(c)(3)
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and can only be made by the CFC or the controlling U.S. shareholder.
A controlling U .S. shareholder is defined for this purpose as those U.S.
shareholders (as defined in section 951(b)) who, in the aggregate, own
(within the meaning of section 958(a)) more than 50 percent of the
total combined voting power of all classes of the stock of a foreign corpo
ration that are entitled to vote and who undertake to act on its behalf
(Treas. Reg. Sec. 1.964-1(c)(5)).
A minority shareholder may be required to compute a CFC’s
earnings and profits before the CFC or its controlling U.S. shareholders
make an election or adopt a method of accounting for U.S.
tax purposes. In this case, the CFC’s earnings and profits are computed
as if no elections had been made and any permissible accounting
methods not requiring an election and reflected in the books of account
regularly maintained by the CFC for the purpose of accounting
to its shareholders have been adopted (Temp. Treas. Reg. Sec.
1.964-1T(g)(4)).
Illegal Payments. In addition to the adjustments required in steps 1-3 of
Treas. Reg. Sec. 1.964-1, a foreign corporation’s earnings and profits must
not be reduced by any illegal bribe, kickback, or other payment (within
the meaning of section 162(c)) (section 964(a)). This would include pay
ments that are unlawful under the Foreign Corrupt Practices Act of 1977
if the payor is a U.S. person.
Blocked Foreign Income. Foreign earnings and profits for purposes of sec
tions 952, 955, 956, 956A (that is, subpart F income and investment in
U.S. property or excess passive assets) do not include any foreign income
that could not have been distributed to the CFC’s U.S. shareholders
because of currency or other restrictions imposed by the country in which
the corporation is located (section 964(b)). Whether a foreign corpora
tion’s currency is blocked is determined based on the facts and
circumstances of each case (Treas. Reg. Sec. 1.964-2(b)(2)). Currency is
generally considered blocked when it cannot be readily converted into U.S.
dollars or into other money that is convertible into U.S. dollars or distrib
uted as a dividend to its U.S. shareholders (Treas. Reg. Sec. 1.964-2(b)(2)).

U.S.-Dollar Approximate Separate Transactions Method (DASTM)

As part of the significant changes made to the foreign currency transla
tion in the Tax Reform Act of 1986, Congress permitted taxpayers to
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elect to use the U.S. dollar as the functional currency for a foreign corpo
ration or for any “qualified business unit” (QBU)22 in two cases: (1) The
QBU keeps its books and records in U.S. dollars, or (2) the taxpayer uses
a method of accounting that approximates a separate transaction method
(section 985(b)(3)).23 This election was provided to provide relief to
taxpayers operating in hyperinflationary economies.
Under final regulations issued in July 1994, a foreign corporation
that would otherwise have a hyperinflationary currency as its functional
currency must use the U.S. dollar as its functional currency and must
compute its earnings and profits using DASTM, for taxable years begin
ning after August 24, 1994 (Treas. Reg. Sec. 1.985-1(b)(2)(ii)(A )). This
requirement does not apply to a branch of a foreign corporation that uses
the non-dollar functional currency of the foreign corporation as the
branch’s functional currency, provided such currency is not hyperinfla
tionary. The requirement does not apply to a non-CFC because its
minority U.S. shareholders may not be able to obtain the information
required to apply DASTM.
The term hyperinflationary currency means the currency of a country
in which there is cumulative inflation during the base period of at least
100 percent, as determined by reference to the consumer price index of
the country listed in the monthly issues of the International Financial
Statistics or a successor publication of the International Monetary Fund
(Treas. Reg. Sec. 1.985-1(b)(2)(ii)(D)). The base period is the thirty-six
calendar months immediately preceding the first day of the current
calendar year. The cumulative inflation rate for the base period is based
on compounded inflation rates. For example, if a country’s annual
inflation rates for 1992, 1993, and 1994 are 29 percent, 25 percent, and
30 percent, respectively, the cumulative inflation rate for the base period
is 110 percent [(1.29 X 1.25 X 1.3) - 1.0) X 100 = 110 percent]. The
currency for such a country would be considered hyperinflationary for a
QBU’s 1995 year.
The computation of earnings and profits using the U.S.-dollar
approximate separate transactions method of accounting is extremely
complex. Details of the computation are provided in Treas. Reg.

22See chapter 18 for a comprehensive discussion of the term qualified business unit.
23The classification of these methods is based on Broenen et al., Foreign Corporation
Earnings and Profits.
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Sec. 1.985-3.24 The regulations provide a four-step method that includes
the following procedures:
1.

2.

3.
4.

Prepare a profit and loss statement from the foreign corporation’s
books and records as recorded in the foreign corporation’s hyperin
flationary currency.
Adjust the profit and loss statement to conform it to U.S. generally
accepted accounting principles and tax accounting methods
(including the reversal of monetary correction adjustments).
Translate the amounts of hyperinflationary currency on the adjusted
statement into U.S. dollars using the appropriate exchange rates.
Adjust the U.S.-dollar profit and loss statement to reflect the cur
rency gain or loss, which is determined from the translation of the
foreign corporation’s year-end balance sheet into U.S. dollars.

This four-step method is similar to the pre-Tax Reform Act of 1986
“full section 964 method” of computing earnings and profits, except for
differences in translation rates. Under the U.S.-dollar approximate
separate transactions method, the amounts shown on the foreign
corporation’s adjusted profit and loss statement are translated into U.S.
dollars at the exchange rate for the translation period to which they
relate (Treas. Reg. Sec. 1.985-3(c)(1)). A translation period is generally
defined as each month within the foreign corporation’s taxable year.
Special rules apply to cost of goods sold, beginning inventory, purchases,
closing inventory, depreciation, depletion, amortization, and prepaid
expenses or income. The exchange rate for a translation period can be
determined under any reasonable method, including the average of
beginning and ending exchange rates for the translation period and the
spot rate on the last day of the translation period.
Currency gain or loss is computed based on the foreign corporation’s
balance sheet translation into U.S. dollars. The currency gain or loss is
determined by comparing the foreign corporation’s “net worth” in U.S.
dollars (plus adjustments for dividends and returns of capital) at the
end of the current taxable year with the foreign corporation’s net worth,
as adjusted, at the end of the previous taxable year (Treas. Reg.
Sec. 1.985-3(d)(1)).
24For the details related to the computation under this method, see Broenen et al., Foreign
Corporation Earnings and Profits, A-26-A-29.
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Treas. Reg. Sec. 1.985-3(d)(9) provides a comprehensive example
illustrating how such gain or loss is computed. The DASTM gain or loss
is included in the computation of gross income, taxable income,
and earnings and profits (Treas. Reg. Sec. 1.985-3(e)). Treas. Reg. Sec.
1.985-3(e)(2) provides a “small QBU allocation method” for qualified
business units (QBUs) with an adjusted basis in assets of $10 million or
less at the end of any taxable year. All other QBUs must use the ninestep allocation method described in Treas. Reg. Sec. 1.985-3(e)(3).
Prop. Treas. Reg. Sec. 1.985-1(b)(2)(ii)(E) would require that a
foreign corporation that has been required to use DASTM must change its
functional currency as of the first day of the first taxable year that follows
three consecutive taxable years in which the currency of its economic
environment is not hyperinflationary. Such change is considered to be
made with the consent of the commissioner of internal revenue.
Alternative U.S.-Dollar Method

The regulations permit a QBU that is eligible to elect the U.S.-dollar
approximate separate transactions method to use an alternative U.S.dollar method of accounting if the QBU can demonstrate to the
commissioner of internal revenue that it can “properly employ” such a
method (Treas. Reg. Sec. 1.985-2(d)(2)(ii)). This requires that the QBU
prove it can compute foreign currency gain or loss under the section 988
rules for each of its section 988 transactions.25

The Computation of Foreign Earnings and Profits
Prior to the Tax Reform Act of 1986
Prior to the enactment of the Tax Reform Act of 1986, there were four
methods available for computing a foreign corporation’s earnings and
profits: (1) the section 902 method, (2) the partial section 964 method,
(3) the full section 964 method, and (4) the U.S.-dollar method. The
particular method used depended on whether the foreign corporation
was a CFC or a non-CFC and whether the corporation made an actual
distribution, or was deemed to make a distribution under subpart F, to its
U.S. shareholders. Distributions from pre-Tax Reform Act of 1986 years
must use earnings and profits as computed under the pre-enactment
25See chapter 18 for a more detailed discussion of section 988.
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methods and thus must maintain separate records of earnings and profits
from these years. A summary of these methods is provided.
Section 902 Method

The section 902 method was required to be used to compute earnings
and profits of all foreign corporations in pre-1963 years, non-CFCs in
post-1962 years prior to the Tax Reform Act of 1986, and CFCs making
actual dividend distributions in post-1962 years if such CFCs did not
elect the partial section 964 election. No specific rules are provided for
computing foreign earnings and profits under this method except that
such earnings and profits are to be calculated using the rules applicable to
domestic corporations.
Partial Section 964 Method

A CFC could elect the partial section 964 method in post-1962 years
with respect to actual dividend distributions. The partial section 964
method required the foreign corporation to compute its earnings and
profits using steps 1-3 under Treas. Reg. Sec. 1.964-1(a), (b), and (c).
This method is identical to the post-Tax Reform Act of 1986 functional
currency method, except that in the partial section 964 method, foreign
taxes were maintained in foreign currency rather than the U.S. dollar.
Full Section 964 Method

The earnings and profits of a CFC for purposes of a subpart F inclusion of
income, a section 1248 transaction, and a section 367(b) reorganization
were required to be computed using the full section 964 method. The full
section 964 method expanded the partial section 964 three-step method
to a five-step method that required the adjusted profit and
loss statement to be translated into U.S. dollars (step 4) and then
adjusted again for unrealized exchange translation gain or loss of the for
eign corporation’s balance sheet for the year (step 5) (Treas. Reg. Sec.
1.964-1(d) and (e)).26The full section 964 method is similar to the U.S.dollar separate transactions method except for the translation methods
used to convert the balance sheet items into U.S. dollars.
26For comprehensive examples of how to compute currency exchange gain or loss under
the full section 964 method, see Treas. Reg. Secs. 1.964-1(d)(9) and 1.964-1(e)(6).
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U.S.-Dollar Method

A CFC that kept its books and records in U.S. dollars could elect to cal
culate its earnings and profits in U.S. dollars, provided its books and
records were kept in accordance with GAAP and acceptable accounting
methods (Treas. Reg. Sec. 1.964-1(f)). Under this method, exchange
gains and losses would only be recognized on closed transactions.

12

Foreign Sales
Corporations and
Domestic international
Sales Corporations
The Revenue Act of 1971 created a tax category for corporations called
domestic international sales corporations (DISCs). After creation of the
DISC, there was a continuing controversy concerning the compatibility
of the DISC with the prohibition under the General Agreement on
Tariffs and Trade (GATT) on subsidization of exports. The Tax Reform
Act of 1984 defused this controversy by significantly changing the way
tax incentives for qualifying exports were taxed. In addition to changing
the way DISC operations were treated, the Tax Reform Act of 1984 cre
ated a new entity called a foreign sales corporation (FSC). The DISC
provisions were changed in several significant ways. Accumulated
untaxed DISC income on December 31, 1984, was made permanently
exempt from tax. The amount of DISC income immediately taxable to
the shareholders was reduced. Interest is charged on DISC-related
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deferred tax liability. Only the taxable income related to $10 million of
export receipts is eligible for tax deferral, and the incremental gross
receipts rules were repealed.
Exporters must choose one of three mutually exclusive entities from
which to conduct operations eligible for DISC or FSC treatment: the
interest charge DISC (IC DISC), the ESC, or the so-called small ESC.
Choice of one of these entities involves many financial and tax consider
ations. If a DISC is used, a corporate shareholder is taxed on 1/17 and can
defer 16/17 of the DISC taxable income related to export receipts of $10 mil
lion or less with an interest charge at a T-bill rate. Taxable income related
to export receipts in excess of $10 million is not eligible for deferral.
If the ESC is chosen, part of the income earned by a ESC is exempt
from U.S. tax and part may be taxed on a current basis or deferred
depending on the pricing rules and the source of the income of the ESC.
A ESC is required to meet the foreign management and economic process
requirements, and costs will be associated with these requirements.
A ESC that does not satisfy the foreign management and foreign
economic process requirements will be eligible for ESC treatment on the
taxable income associated with foreign trading gross receipts of $5 mil
lion or less. This entity is called a “small ESC.” The balance of the foreign
trading income may be taxed on a current basis or may be deferred depending
on the pricing method used and source of the income.

Qualification for FSC Benefits
There are two general elements necessary for a federal income tax
exemption on foreign trade income. First, a qualified ESC must exist, and
second, the taxable income of the ESC must be attributable to foreign
trading gross receipts. A ESC is defined in section 922 as any corporation
that meets the following requirements.
First, a ESC must be created or organized under the laws of a country
other than the United States. A ESC may be created or organized under
the laws of a possession, including U.S. Virgin Islands, Guam, Ameri
can Samoa, and the Commonwealth of the Northern Mariana Islands,
but not Puerto Rico (section 927(d)(5)). In addition, a ESC may be
incorporated under the laws of a foreign country that is party to
an exchange-of-information agreement that meets the standards of
the Caribbean Basin Economic Recovery Act of 1983 or a bilateral
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income tax treaty with the United States if the Secretary certifies that
the country is covered under the exchange-of-information program.
IRS Notices 87-52 and 87-531 list the following countries as meeting
these requirements:
Australia
Austria
Barbados
Belgium
Canada
Cyprus
Denmark
Egypt
Finland
France
Germany
Iceland

Ireland
Jamaica
South Korea
Malta
Morocco
Netherlands
New Zealand
Norway
Pakistan
Philippines
Sweden

In addition, the list includes Trinidad and Tobago (Treasury News
Release B-481), Grenada (Treasury News Release B-1070), and Dominica
(Treasury News Release B-1313). Any termination by the secretary of
the Treasury will be effective six months after the date of the publication
of the notice of such termination in the Federal Register (Treas. Reg.
Sec. 1.921-2(d)).
Second, at all times during the taxable year, the FSC cannot have
more than twenty-five shareholders.
Third, a FSC cannot have any preferred stock outstanding at any
time during the taxable year. The corporation may have more than one
class of common stock outstanding as long as it has bona fide business
reasons for doing so. Dividends may not be specifically directed so that
tax-exempt foreign trade income is paid to taxable persons, and other
dividends to tax-exempt persons or to taxpayers with net operating losses
(Treas. Reg. Sec. 1.922-1(g)).
Fourth, during the taxable year, a FSC must maintain an office
located in a country or possession outside the United States. The office

11987-2 C.B. 362 and 363.
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must have a fixed location. It must be a building or a portion of a build
ing consisting of at least one room large enough for the equipment
necessary to conduct the FSC’s business and must be regularly used for
some business activity of the FSC. The FSC or its agent must own or
lease it, operate it, and regularly use it in some business activity. In
the case of a newly organized FSC, thirty days may elapse between the
time the FSC is organized and the time the office is maintained (Treas.
Reg. Sec. 1.922-1(h)).
Fifth, a FSC must maintain a permanent set of books and records at
the foreign office and maintain the records required under section 6001
at a location in the United States. The documentation that must be
maintained at the FSC’s office must include, at a minimum, quarterly
income statements, a final year-end income statement and a year-end
balance sheet of the FSC, and all final invoices (or a summary of them)
or statements of account with respect to sales by the FSC and sales by a
related person if the FSC realizes income with respect to these sales.
If the documents are not prepared at the FSC’s office, the quarterly
income statements for the first three quarters of the FSC year must be
maintained at the FSC’s office no later than ninety days after the end of
the quarter. The quarterly income statement for the fourth quarter, the
final year-end income statement, the year-end balance sheet, and the
final invoices or summaries or statements of account must be maintained
at the FSC’s office no later than the due date, including extensions, of
the FSC’s tax return for the applicable taxable year (Treas. Reg. Sec.
1.922-1(0).
A sixth requirement to be met if a corporation is to be considered a
FSC is that at all times during the taxable year the FSC must have a
board of directors that includes at least one individual who is not a resi
dent of the United States. The nonresident director may be a U.S.
citizen. If the only member of the board of directors who is not a resident
of the United States dies, resigns, is removed from the board, or becomes
a resident of the United States, the FSC has thirty days to appoint a
board member who is not a resident of the United States (Treas. Reg.
Sec. 1.922-1(j) ).
Seventh, the FSC cannot be a member of any controlled group of
corporations of which a DISC is a member (section 922(a)(1)(F)).
Finally, the FSC must make an election to be treated as a FSC that is
in effect for the taxable year of the FSC (section 922(a)(2)). The elec
tion is made on Form 8279, “Election to be Treated as a FSC or as a
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Small FSC,” for any taxable year at any time during the ninety-day
period immediately preceding the beginning of that year. In addition,
under section 441(h), the taxable year of the FSC must conform to the
taxable year of its principal shareholder.

Small FSC
A small FSC is a FSC that meets the foregoing FSC requirements. A
small FSC must make a separate election to be treated as a small FSC.
A small FSC cannot be a member of a controlled group of corporations
that includes a FSC; however, it can be in a group that includes another
small FSC. A small FSC need not meet the foreign management and
economic processes tests of section 924(b) in order to have foreign trad
ing gross receipts. In determining the exempt foreign trade income of a
small FSC, any foreign trading gross receipts for the taxable year in
excess of $5 million are not taken into account. If the foreign trading
gross receipts of a small FSC for the taxable year exceed the $5 million
limitation, the FSC may select the gross receipts to which the limitation
is allocated. To use the administrative pricing rules, a small FSC must
satisfy the activities tests of section 925(c). In addition, the taxable year
of a small FSC must conform to the taxable year of its principal share
holder (the shareholder with the highest percentage of its voting power).

Foreign Trading Gross Receipts
Foreign trading gross receipts are the gross receipts of a FSC derived from
five types of transactions, which include—
1.
2.
3.

4.

The sale, exchange, or other disposition of export property as
defined by section 927(a).
The lease or rental of export property for use by the lessee outside
the United States.
Services that are related and subsidiary to any sale, exchange,
or other disposition of export property by such corporation or any
lease or rental of export property used by the lessee outside the
United States.
Engineering or architectural services for construction projects
located outside the United States.
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The performance of managerial services for an unrelated FSC or
DISC to further produce foreign trading gross receipts. In order that
this provision apply, the FSC must derive at least 50 percent of its
gross receipts from activities attributable to qualified sales of export
property, leases, or subsidiary services.

Export Property
Section 924 provides that foreign trading gross receipts can arise only
from sales, exchanges, or other dispositions of export property; from ser
vices related to sales, exchanges, or other dispositions of export property;
or from lease or rental of export property. Export property is property that
meets the following three requirements:
1.
2.

3.

The property is manufactured, produced, grown, or extracted in the
United States by a person other than a FSC.
The property is held primarily for sale, lease, or rental, in the ordi
nary course of trade or business, by or to a FSC for direct use,
consumption, or disposition outside the United States.
Not more than 50 percent of the fair market value of the property is
attributable to articles imported into the United States.

The following property is excluded from the definition of export
property:
1.
2.

3
4.

5.

Property leased or rented by a FSC for use by any member of a con
trolled group of corporations of which such FSC is a member
Patents, inventions, models, designs, formulas, or processes whether
or not patented; copyrights (other than films, tapes, records, or simi
lar reproductions for commercial or home use); goodwill; trade
marks; trade brands; franchises; or other like property
Oil or gas or any primary product produced from oil or gas
Products the export of which is prohibited or curtailed under poli
cies relating to the protection of the domestic economy under the
Export Administration Act of 1979 (section 927(a)(2))
Any unprocessed timber which is softwood. The term unprocessed
timber means any log, cant, or similar form of timber (section
927(a)(2)(E))
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Property that the President determines is in short supply and desig
nates as such by executive order (section 927(a)(3))

Sales of Export Property

Foreign trading gross receipts of a FSC include gross receipts from the
sale of export property by the FSC or by any principal if the FSC is a
commission FSC. The gross receipts must be received under the terms of
a contract entered into with the purchaser by the FSC or by the princi
pal at any time, or received by any person as long as these receipts are
assigned to the FSC or the principal prior to the shipment of the prop
erty to the purchaser (Temp. Treas. Reg. Sec. 1.924(a)-1T(b)).
Leases of Export Property

Foreign trading gross receipts of a FSC include gross receipts from the
lease of export property provided that the property is held by the FSC
either as an owner or lessee at the beginning of the term of the lease. In
addition, the FSC must be qualified as a FSC for its taxable year in which
the term of the lease began. Prepaid lease receipts are treated as foreign
trading gross receipts of a FSC if it is reasonably expected at the time of
the prepayment that, for the period of the lease to which the prepay
ments relate, the lease will satisfy the requirements and the property will
be export property. If it is reasonably expected at the time of the pre
payment that the prepaid receipts would not all be foreign trading gross
receipts throughout the term of the lease, only that allocable portion
of the prepaid receipts will be treated as foreign trading gross receipts,
and the balance would not be so treated (Temp. Treas. Reg. Sec.
1.924(a)-1T(c)).
Related and Subsidiary Services

Foreign trading gross receipts of a FSC include gross receipts from ser
vices by the FSC that are related and subsidiary to any sale or lease of
export property by the FSC or to which the FSC acts as commission
agent. The services may be performed within or without the United
States. Services that may be related to a sale or lease of export property
include warranty service, maintainance service, repair service, and installa
tion service, among others. These services are considered related to a sale
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or lease of export property if the service is of the type customarily and
usually furnished with the type of transaction in the trade or business in
which the sale or lease arose, and the contract to furnish the service is
expressly provided for, or is provided for by implied warranty under the
terms of the sale, and is entered into within two years of the date on
which the sale or lease contract was entered into. Transportation, sepa
rately stated, but included in the sale or rental price of the property or
paid separately by the FSC, will be related to a sale or lease of export
property. Financing or the obtaining of financing for a sale or lease is not
a related service (Temp. Treas. Reg. Sec. 1.924(a)-1T(d)). Services
related to a sale or lease of export property are subsidiary to the sale or
lease only if it is reasonably expected that at the time of the sale or lease
the gross receipts from all related services furnished by the FSC will not
exceed 50 percent of the sum of the gross receipts from the sale or lease
and the gross receipts from related services furnished by the FSC (Temp.
Treas. Reg. Sec. 1.924(a)-1T(d)(4)).
Engineering and Architectural Services

Foreign trading gross receipts of a FSC include gross receipts from engi
neering services or architectural services for a construction project located,
or proposed for location, outside the United States. These services
include feasibility studies for a proposed construction project whether
or not it is ultimately initiated. These services do not include services
connected with the exploration for oil or gas or technical assistance or
know-how. Technical assistance or know-how includes activities or pro
grams designed to enable business, commerce, industrial establishments,
and governmental organizations to acquire or use scientific, architectural,
or engineering information (Temp. Treas. Reg. Sec. 1.924(a)-1T(e)).
Managerial Services

Foreign trading gross receipts of a FSC for its taxable year include gross
receipts from the furnishing of managerial services provided for an unre
lated FSC or unrelated DISC to aid the FSC or DISC in deriving foreign
trading gross receipts or qualified export receipts. At least 50 percent of
the gross receipts of the FSC furnishing services for the year must consist
of foreign trading gross receipts derived from the sale or lease of export
property and the furnishing of related and subsidiary services. Managerial
services include staffing and operational services necessary to operate the
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unrelated FSC, but do not include legal, accounting, scientific, or tech
nical services. Examples of managerial services are conducting export
market studies, making shipping arrangements, and contacting potential
foreign purchasers (Temp. Treas. Reg. Sec. 1.924(a)-1T(f)).
Excluded Receipts

The six categories of gross receipts that are not considered foreign trad
ing gross receipts of a FSC include—
1.
2.

3.

4.

5.

6.

Sales and leases of property for ultimate use in the United States
(Temp. Treas. Reg. Sec. 1.924(a)-1T(g)(2)).
Sales or leases of export property and furnishing of services accom
plished by a subsidy granted by the United States or any instru
mentality thereof (Temp. Treas. Reg. Sec. 1.924(a)-1T(g)(3)).
Sales or leases of export property and furnishing of architectural or
engineering services for use by the United States in any case in
which any law or regulation requires the purchase or lease of prop
erty manufactured, produced, grown, or extracted in the United
States or requires the use of architectural or engineering services
performed by a U.S. person (Temp. Treas. Reg. Sec. 1.924(a)1T(g)(4)).
Related and subsidiary services related and subsidiary to the sale or
lease of property which results in excluded receipts (Temp. Treas.
Reg. Sec. 1.924(a)-1T(g)(5)).
Receipts for certain related party transactions. For example, W, X, Y,
and Z are members of the same controlled group and Y and Z are
FSCs. W sells property to X and pays Y a commission relating to
that sale. X sells the same property to an unrelated party and pays Z
a commission related to that sale. The receipts received by Y from
the sale of such property by W to X would be considered derived
from Z, a FSC that is a member of the same controlled group as Y,
and thus will not result in foreign trading gross receipts to Y (Temp.
Treas. Reg. Sec. 1.924(a)-1T(g)(6)).
Factoring discounts on accounts receivable related to foreign trading
gross receipts. If an account receivable arising with respect to export
property is sold at a discount, the gross receipts from the sale that are
treated as foreign trading gross receipts for purposes of computing
the FSC’s profit under the administrative pricing rules are reduced
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by the amount of the discount (Temp. Treas. Reg. Sec. 1.924(a)1T(g)(7)).
Under section 924(b)(2)(B), in determining exempt foreign trading
gross income of a small FSC, the foreign trading gross receipts of the
small FSC for the taxable year that exceed $5 million are not taken into
account. Members of a controlled group are limited to one $5 million
amount. The $5 million amount is allocated equally among the members
of the small FSCs of the controlled group unless all member small FSCs
consent to an apportionment providing unequal allocation of the $5 mil
lion amount.

Foreign Management and Foreign Economic
Process Requirements
A FSC is treated as having foreign trading gross receipts for the taxable
year only if the management of the FSC takes place outside the United
States and if the economic process with respect to otherwise qualifying FSC
transactions takes place outside the United States (section 924(b)(1)(A)).
Foreign Management

The management of a FSC meets the management requirement if the
following are satisfied:
1.

2.

3.

All meetings of the board of directors and shareholder meetings take
place outside the United States (section 924(c)(1) and Treas. Reg.
Sec. 1.924(c)-1(b)).
The principal bank account of the FSC is maintained outside the
United States at all times during the taxable year in a possession or a
foreign country that has a bilateral or multilateral exchange-ofinformation agreement with the United States or an income tax
treaty with the United States to which the FSC is subject that contains an exchange-of-information program that the secretary of the
Treasury certifies is satisfactory (section 924(c)(2)).
All dividends, legal and accounting fees, and the salaries of officers
and members of the board of directors are disbursed out of bank
accounts of the FSC maintained outside the United States (section
924(c)(3) and Treas. Reg. Sec. 1.924(c)-1(d)).
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Economic Process Outside the United States

Section 924(b)(1)(B) provides that a FSC has foreign trading gross
receipts only if economic processes with respect to such transaction take
place outside the United States. The economic process requirement will
be satisfied if two conditions are met. First, the FSC (or agent of the
FSC) must have participated outside the United States in the solicita
tion (other than advertising), negotiation, or making of the contract
relating to such transaction, and second, the foreign direct costs of the
FSC attributable to the transaction must be 50 percent or more of
the total direct costs attributable to the transaction. As an alternative
to the 50'percent test, if the total direct costs incurred by the FSC with
respect to each of the designated economic processes equal or exceed 85
percent of the total costs incurred for each such process, the economic
process requirement is also met. In general, sales activities are applied on
a transaction-by-transaction basis. By annual election of the FSC, how
ever, any sales activities may be applied on the basis of a group explained
a t Treas. Reg. Sec. 1.924(d)-1(c)(5).
To satisfy the 50-percent direct cost requirement, the foreign direct
costs incurred by the FSC must equal or exceed 50 percent of the total
direct costs attributable to the transaction. This test looks at the follow
ing costs as required by section 924(e) to determine if the direct costs of
these activities equal or exceed 50 percent of the total direct costs of that
activity (Treas. Reg. Sec. 1.924(d)-1(d)(5)):
1.
2.
3.
4.
5.

Advertising and sales promotion (Treas. Reg. Sec. 1.924(e)-1(a))
Processing of customer orders and arranging for delivery of the
export property (Treas. Reg. Sec. 1.924(e)-1(b))
Transportation from the time of acquisition by the FSC to the deliv
ery to the customer (Treas. Reg. Sec. 1.924(e)-1(c))
Determination and transmittal of a final invoice or statement of
account and the receipt of payment (Treas. Reg. Sec. 1.924(e)-l(d))
Assumption of credit risk (Treas. Reg. Sec. 1.924(e)-1(e))

The 85-percent test is satisfied if the foreign direct costs of a trans
action incurred by the FSC attributable to activities described in at least
two of the foregoing activities equal or exceed 85 percent of the total
direct costs attributable to these activities (Treas. Reg. Sec. 1.924(d)1(d)(6)).
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Federal Income Tax Treatment of a FSC
The FSC is exempt from U.S. tax on a portion of its export income if the
foreign presence and economic process tests are met. The amount of
income a FSC earns is dependent on the pricing rules used to allocate
income between the FSC and its supplier.
Exempt Foreign Trade Income

The term exempt foreign trade income means the aggregate amount of all
foreign trade income of a FSC for the taxable year which is determined
under section 482 or under the administrative pricing rules. If the FSC
uses the section 482 pricing method to determine its income from the
transaction, or group of transactions that give rise to the foreign trade
income, 30 percent of its foreign trade income will be exempt foreign
trade income. If the FSC has a noncorporate shareholder, 32 percent of
its foreign trade income attributable to the noncorporate shareholder’s
proportionate interest in the FSC will be exempt foreign trade income.
If the FSC uses either of the two adminstrative pricing rules to determine
its income from the transaction or transactions, 15/23 of the foreign trade
income that it earns from the transaction or group of transactions will be
exempt foreign trade income. In the case of a noncorporate shareholder,
the fraction is 16/23.
Any deductions of the FSC properly apportioned and allocated to
the foreign trade income derived by a FSC from any transaction are allo
cated between the exempt foreign trade income derived from the
transaction and the nonexempt foreign trade income derived from those
transactions on a proportionate basis.
In the case in which a qualified cooperative is a shareholder of
a FSC, the administrative pricing rules must be used with respect to
that portion of the foreign trade income that is properly allocable to the
marketing of agricultural or horticultural products. For this type of
income, 100 percent is exempt foreign trade income as long as the FSC
distributes this exempt income before the due date for filing the FSC’s
tax return for the year (section 923(a)(4)).
The exempt foreign trade income relating to the disposition of, or
services relating to, military property will equal 50 percent of the amount
that would otherwise be treated as exempt foreign trade income under
the section 482 method or administrative pricing methods. The foreign
trade income no longer treated as exempt income under this rule will be
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treated as nonexempt foreign trade income. Military property includes
any arms, ammunition, or implements of war designated in the muni
tions list published pursuant to section 38 or the International Security
Assistance and Arms Export Control Act of 1976 (22 U.S.C. sec. 2778).
Nonexempt Foreign Trade income
Nonexempt Foreign Trade Income Determined With Regard to the Adminis
trative Pricing Rules. The FSC’s nonexempt foreign trade income from a

transaction or group of transactions will be treated as U.S.-source
income that is effectively connected with the CFC’s trade or business
conducted through its permanent establishment within the United States
if either of the administrative pricing rules is used to determine the FSC’s
foreign trade income from a transaction or group of transactions.
Nonexempt Foreign Trade Income Determined Without Regard to the Admin
istrative Pricing Rules. Th e source and taxation of the FSC’s nonexempt

foreign trade income will be determined under the appropriate Code and
regulations sections. This type of income includes both income not effec
tively connected with the conduct of a trade or business in the United
States and effectively connected income.
Investment Income and Carrying Charges. All of the FSC’s investment

income and carrying charges will be treated as income that is effectively
connected with the FSC’s trade or business through its permanent estab
lishment within the United States. The source of the income will be
determined under sections 861, 862, 863, and 865.
Investment income includes dividends; interest; royalties; annuities;
rents (other than rents from the lease or rental of export property for the
use by the lessee outside the United States); gains from sale of stock or
securities; gains from futures transactions in any commodity on or subject
to rules of a board of trade or commodity exchange (other than trade or
business-related hedging transactions of a FSC); income of estates, trusts,
beneficiaries, and decedents under part 1 of subchapter J; and gains from
the sale or other disposition of any interest in an estate or trust (Treas.
Reg. Sec. 1.921-2(f)).
Carrying charges means charges that are imposed by a FSC or a
related supplier that are identified as carrying charges, and charges that
are considered to be included in the price of the property or services sold
by the FSC or a related supplier (Treas. Reg. Sec. 1.921-2(f)). If carrying
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charges are considered to be included in the sales price of property
income or rental payment services, the amount is calculated using the
method prescribed in Treas. Reg. Sec. 1.927(d)-1(a)).
Transfer Prices

Section 925 permits a related party to a FSC to determine the allowable
transfer price charged to the FSC or commission paid to the FSC under
one of three transfer pricing methods. The transfer pricing methods are
in two categories, administrative pricing and section 482. There is a “no
loss” rule that, when applied, prohibits a transfer price that produces a
loss to the related supplier. All of the transfer pricing methods may be
used in the same taxable year of the FSC for separate transactions or
groups of transactions. If administrative pricing is used, the IRS cannot
impose the section 482 pricing method to that transaction. The transfer
pricing methods will apply only to transactions that give rise to foreign
trading gross receipts to the FSC, whether the FSC acts as a principal or
earns commissions from a related supplier who is the principal. For a FSC
to use the administrative pricing rules (formula pricing), the following
requirements must be met:
1.

2.

All of the contract-making activities—those relating to the solicita
tion (other than advertising), negotiation, and making of contracts
of sale—were performed by the FSC or another person acting under
contract with the FSC.
The FSC (or its agent) has performed the following:
a. Advertising and sales promotion
b. Processing of customers’ orders and the arrangement for delivery
of export property
c. Transportation from the time of acquisition by the FSC—or, in
the case of a commission relationship, from the beginning of
such relationship— to delivery to the customer
d. Determination and transmittal of final invoices or statements of
account and receipt of payment
e. Assumption of credit risk attributable to the sale

Administrative Pricing

There are two administrative pricing rules, the “ 1.83 percent”-of'grossreceipts method and the “23 percent”-combined-taxable-income
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method. Applying these pricing methods does not depend on the extent
to which the FSC performs substantial economic functions beyond the
section 925(c) requirements.
Under the 1.83-percent-of-gross-receipts method, the transfer price for
a sale by a related supplier to the FSC from the sale will not exceed 1.83
percent of the foreign trading gross receipts of the FSC derived from the
sale of the export property. The profit earned by the FSC under the 1.83percent method cannot exceed twice the amount of profit that would be
determined under the combined-taxable-income method (section 925(d)).
Under the combined-taxable-income method of pricing, the transfer
price for a sale by a related supplier to the FSC is the price that will result
in a profit to the FSC of 23 percent of the combined taxable income of
the FSC and the related supplier.
If administrative pricing cannot be used because the section 925(c)
requirements are not met or the related supplier chooses not to use the
administrative pricing rule, the transfer price on a sale by the related
supplier to the FSC will be determined on the basis of the sales prices
actually charged subject to the rules under section 482.
Pricing for Transactions Other Than Sales
Leases. In the case of a lease of export property by a related supplier to a
FSC, the amount of rent a FSC must pay to the related supplier is com
puted in a manner that will yield profits that are permissible in the case
of sales and resales of export property under the administrative pricing
rules. Transactions cannot be grouped on a product or product-line basis
in order to combine in any one group of transactions both lease trans
actions and sale transactions.
Commissions. If a transaction is handled on a commission basis for a

related supplier by a FSC and if commissions paid to the FSC give rise to
foreign trading gross receipts to the related supplier, then the administra
tive pricing methods may be used to determine the FSC’s commission
income as long as the section 925(c) requirements are met. The amount
of income that may be earned by the FSC is the amount permitted under
the gross-receipts method, the combined-taxable-income method, or the
section 482 method.
Services. The income that the FSC may earn from the performance of

either related and subsidiary services or other services is computed in the
same way as income would be computed if export property were sold.
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The “No Loss” Rule. If there is a combined loss on a transaction or group

of transactions, a FSC may not earn a profit under either the combinedtaxable-income method or the gross-receipts method. In addition, a
FSC’s profit may not exceed 100 percent of full-costing combined taxable
income determined under the full costing method. This rule prevents
pricing at a loss to the related supplier. The related supplier may set a
transfer price or rental payment or pay a commission in an amount that
will allow the FSC to recover its costs even if this would create or
increase a loss in the related supplier. There is also a rule that prevents
segregation of transactions to allow gains on some and losses on some. If
the FSC recognizes income while the related supplier recognizes a loss on
a sale transaction under the section 482 method, neither the combinedtaxable-income method nor the gross-receipts method can be used for
any other sale transaction of a product within the same three-digit
Standard Industrial Classification (SIC) code.
Before the administrative pricing rules are applied, it is necessary to
take into account the price of a transfer or other transaction between the
related supplier or FSC and a related party that is subject to the arm’slength standard of section 482. For example, if a related supplier sells
export property to a FSC that the related party purchased from related
parties, the costs taken into account in computing the combined taxable
income of the FSC and the related supplier are determined after any nec
essary adjustments under section 482 of the price paid by the related
supplier to the related parties.
If the amount of the transfer price or rental payment actually
charged by a related supplier has not been paid, an account receivable
will be deemed created as of the extended due date of the FSC’s tax
return. The receivable is an interest-bearing receivable, with an interest
rate computed under section 482 and interest accruing from the date the
account receivable is created until the debt is paid.
Payment of dividends, transfer prices, rents, commissions, service
fees, receivables, or payables may be in the form of money, property, sales
discount, or an accounting entry offsetting the amount due from the
related supplier or the FSC against debt of the other party to the trans
action. Any balance must be paid in money. Offsetting entries must be
clearly identified in the books of both the related supplier and the FSC.
E xam ple 1 2 . 1 . F S C purchased export property from its related supplier P,

which m anufactured the property in the U nited States. F S C sells the prop
erty to an unrelated purchaser for $1,000. T h e cost o f the manufactured
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goods to P was $600. P incurred direct selling costs in connection with the
sale of $50. The deductible general and administrative expenses of P allo
cable under Treas. Reg. Sec. 1.861-8 to export sales of P sold to FSC
were $100. FSC’s expenses were $150. FSC satisfies the section 925(c)
requirements. Transfer prices under the administrative pricing rules are
calculated as follows;
1.8 3 -Percent-Of-G ross-Receipts Method

Under the 1.83-percent-of-gross-receipts method, the FSC is permitted
to earn a profit of $18.30 ($1,000 X 1.83%). The transfer price is calculated
as follows:
FSC’s foreign trading gross receipts
Less: FSC’s expenses
FSC’s profit
Transfer price
Combined-Taxable-Income Method
Foreign trading gross receipts
Less: P’s cost of goods sold
P’s direct selling costs
Allocable G & A expenses
FSC’s expenses
Combined taxable income
FSC’s profit—23 percent of $100

Foreign trading gross receipts
Less: FSC’s expenses
FSC’s profit
Transfer price to FSC

$ 1,000.00

$150.00
18.30

168.30
$ 831.70
$ 1,000.00

$600
50
100
150

900.00
$ 100.00

23.00
$ 1,000.00

$150.00
23.00

173.00
$ 827.00

Given the foregoing facts, the transfer price to the FSC that would maxi
mize FSC profits is the combined-taxable-income method.
Marginal Costing Rules

If a FSC is seeking to establish or maintain a foreign market for sales of
an item, product, or product line of export property, the marginal costing
rules may be applied. Marginal costing is a method under which only
direct production costs of producing a particular item, product, or prod
uct line are taken into account for computing the combined taxable
income of the FSC and its related supplier. The costs to be taken into
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account are the related supplier’s direct material and labor costs. Costs
that are incurred by the FSC and that are not taken into account in
computing combined taxable income are deductible by the FSC only to
the extent of the FSC’s nonforeign trade income.
Under marginal costing, the combined taxable income (calculated
using direct costs only) of the FSC and its related supplier may not
exceed the overall profit percentage multiplied by (1) the FSC’s foreign
trading gross receipts if the FSC is the principal on the sale or (2) the
related supplier’s gross receipts if the FSC is a commission FSC. The mar
ginal costing rule will not apply if there is a combined loss to the related
supplier and the FSC. In other words, direct costs must be recovered in
order to use marginal costing. In addition, the profit determined under
marginal costing may be allowed to the FSC only to the extent it does
not exceed the FSC’s and the related supplier’s full-costing combined
taxable income; that is, profit under marginal costing cannot exceed
profit under full costing. The related supplier may charge a transfer price
or pay a commission that will allow the FSC to recover its full costs
(direct and indirect) even if it would create or increase a loss in the
related supplier.
In summary, the FSC’s profit is limited to the lesser of (1) 23 percent
of maximum combined taxable income determined under the marginal
costing rules, (2) 23 percent of overall profit percentage limitation, or
(3) 100 percent of the full-costing combined taxable income (Temp.
Treas. Reg. Sec. 1.925(b)-1T(a)).
The FSC will be treated as seeking to establish or maintain a foreign
market with respect to export property from which foreign trading gross
receipts are derived if the combined taxable income computed using
marginal costing is greater than the full-costing combined taxable
income (Temp. Treas. Reg. Sec. 1.925(b)-1T(c)).
The overall profit percentage is computed by dividing the combined
taxable income of the FSC and its related supplier from the sale of the
export property plus all other taxable income of its related supplier from
all sales by the total gross receipts of the FSC and the related supplier
from all sales of the product.
E xam ple 1 2 .2 . F S C purchased qualifying property from related supplier P.

P and F S C have a written agreement that provides that the transfer price
between P and F S C will be that price that allocates the m axim um profit to
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F S C under the administrative pricing rules. P sold property to F S C which
was resold by F S C for $1,000. P’s cost o f goods sold attributable to the
property sold was $700, consisting o f $400 o f direct materials and $300 o f
direct labor. P incurs $100 o f selling expenses attributable to the sale and has
$50 in expenses allocable under Treas. Reg. Sec. 1.861-8. F S C ’s expenses
attributable to the resale of the property are $50. P and F S C have gross
receipts o f $5,000 from all dom estic and foreign sales. P’s total cost o f goods
sold and total expenses relating to foreign and domestic sales are $3,600 and
$450, respectively.
Full-Costing Combined Taxable Income
F S C ’s foreign trading gross receipts
P’s cost o f goods sold
Com bined gross income
Less: P’s direct selling expenses
F S C ’s expenses
P’s allocable expenses

$ 1,000
700
$ 300
$100
50
50

Com bined taxable income

200
$

100

F S C ’s profit under the full-costing combined-taxable-incom e m ethod is $23
(23% X $100 o f full-costing combined taxable incom e). F S C ’s profit under
the gross receipts m ethod will be $18.30 (1.83% X $1,000 o f F S C ’s foreign
trading gross receipts). Under the marginal costing rules, F S C would have a
profit attributable to the export sale o f $41.40 (23% X $180 of combined
taxable income under marginal costing). T he combined taxable income under
marginal costing is limited to the overall profit percentage lim itation, since
that amount is less than the maximum combined-taxable-incom e amount.

Maximum Combined Taxable Income Under Marginal Costing
Foreign trade gross receipts
Less: P’s direct materials
P’s direct labor
M axim um marginal costing combined
taxable income

$ 1,000
$400
300

700
$ 300

(continued)
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Overall Profit Percentage Limitation
G ross receipts o f P and F S C from all sales
P's cost o f goods sold

$5,000
3,600

Com bined taxable income
Less: P’s expenses
F S C ’s expenses

$ 1,400
$450
50

Total taxable income from all sales
computed on a full-costing m ethod

500
$ 900

O verall profit percentage:
Taxable income ($900)/gross receipts ($5,000) = 18%
O verall profit percentage limitation:
18% X $1,000 = $180

Transfer Price From P to FSC
F S C ’s foreign trading gross receipts
Less: F S C ’s expenses
F S C ’s profit (23% X $180)
Transfer price

$ 1,000.00
$ 50.00
41.40

91.40
$ 908.60

Allocation and Apportionment of Deductions

Expenses, losses, and deductions incurred by the FSC must be allocated
and apportioned under Treas. Reg. Sec. 1.861-8 to the FSC’s foreign
trade income and to the FSC’s nonforeign trade income. Any deductions
incurred by the FSC on a transaction or group of transactions, which
are allocated and apportioned to the FSC’s foreign trade income from
the transaction or group of transactions, must be allocated on a propor
tionate basis between exempt foreign trade income and nonexempt
foreign trade income (Temp. Treas. Reg. Sec. 1.921-3T(b)).
Net Operating Losses and Capital Losses

It is rare for a FSC to incur losses or deficits in earnings and profits. If a
FSC does incur a deficit in earnings and profits attributable to foreign
trade income determined under the administrative pricing rules, the
regulations at Temp. Treas. Reg. Sec. 1.921-3T(c)(1) and (2) prescribe
the proper application of this loss to earnings and profits and any carry
over treatment of this loss.
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Other Provisions Applying to FSCs
Payment of Estimated Tax. Every ESC that is subject to tax under section

11 and section 882 must make estimated tax payments. For purposes of
the estimated tax payments, the ESC must also make estimated tax pay
ments for amounts determined under section 881.
Accumulated Earnings, Personal Holding Company, and Foreign Personal
Holding Company. The accumulated earnings tax, personal holding com

pany, and foreign personal holding company provisions apply to FSCs to
the extent they would apply to foreign corporations that are not FSCs.
Investments in U.S. Property. For purposes of determining whether a U.S.

shareholder must include in income amounts due to increases in invest
ment in U.S. property, foreign trade income other than nonexempt
income determined using administrative pricing rules and, generally,
investment income and carrying charges of a FSC and any deductions
that are allocated and apportioned to those classes of income are not
taken into account.
Section 1248 Earnings and Profits. Section 1248 provides that part or

all of the gain recognized by a U.S. person from the sale or exchange
of stock in a controlled foreign corporation (CFC) will be treated as a
dividend. The amount treated as a dividend is the portion of the gain
attributable to certain earnings and profits accumulated while the corpo
ration was a CFC (see section 1248). Section 1248 and the regulations
under that section do not apply to a FSC’s earnings and profits attribut
able to foreign trade income (section 1248(d)(6)).
Limitations on Certain Multiple Tax Benefits. The provisions of section

1561, “Limitations on Certain Multiple Tax Benefits in the Case of
Certain Controlled Foreign Corporations,” and section 1563, “Defini
tions and Special Rules,” and the regulations under these sections apply
to a FSC and its controlled group.
Boycott Income. If the FSC or any member of the FSC’s controlled group

participates in or cooperates with an international boycott as defined
under section 999, the FSC’s exempt foreign trade income will be
reduced by the product of the FSC’s exempt foreign trade income multi
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plied by the international boycott factor. The amount of the reduction
will be considered as nonexempt foreign trade income (Temp. Treas.
Reg. Sec. 1.927(e)-2T(a)). If the taxpayer clearly demonstrates that the
income earned for the taxable year is attributable to specific operations,
in lieu of applying the international boycott factor, the amount of the
exempt foreign income that will be reduced will be the amount specifi
cally attributable to the boycott operations. The amount of the reduction
will be considered nonexempt foreign trade income (Temp. Treas. Reg.
Sec. 1.927(e)-2T(b)).
Taxable Year

Section 441 provides that the taxable year of every FSC or DISC must
be the taxable year of that shareholder or group of shareholders with the
same fiscal year that has the highest percentage of voting power deter
mined on the basis of total combined voting power of all classes of stock
entitled to vote. If two or more shareholders or groups have the same
percentage of voting power, the taxable year of the DISC or FSC is the
same twelve-month period as that of one of the shareholders or groups.
Election and Termination of FSC Status
Election. A valid election to be treated as a FSC or a small FSC is made
on Form 8279 for a taxable year at any time during the ninety-day period
immediately preceding the beginning of that year. It applies to the tax
able year of the corporation for which it is made and remains in effect
for all succeeding taxable years for which the FSC qualifies unless the
election is revoked by the corporation or unless the corporation fails for
five consecutive years to qualify as a FSC or as a small FSC. As long as a
FSC election remains in effect, neither the corporation nor any other
member of the controlled group is permitted to elect to be treated as a
small FSC. Any FSC within the controlled group must affirmatively
revoke its election for a taxable year including any part of a taxable year
for which small-FSC status is elected. As long as a small-FSC election
remains in effect, neither the corporation nor any other member of the
controlled group is permitted to be treated as a FSC for any taxable year,
including any part of a taxable year during which the small-FSC election
continues to be effective.
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Termination. A corporation may revoke its election to be treated as a

FSC or a small FSC for any taxable year of the corporation after the first
taxable year for which the election is effective. If the election is filed
within the first ninety days of the taxable year, the revocation will be
effective for the taxable year and all years thereafter. A revocation made
after ninety days from the beginning of the taxable year will be effective
as of the first day of the next taxable year. A revocation of an election is
made by filing a statement that the corporation revokes its election
under section 922(a) to be treated as a FSC or under section 922(b) to
be treated as a small FSC. The statement must indicate the corporation’s
name, address, employer identification number, and the first taxable year
of the corporation for which the revocation is to be effective. The state
ment must be signed by any person authorized to sign a corporate return
under section 6062. The revocation is filed in the service center in
which the corporation’s tax returns are filed (Temp. Treas. Reg. Sec.
1.927(f)-1(b)).
Distributions to Shareholders

Any distribution by a FSC or former FSC to its shareholders will be
included in income under the provisions of section 301. If the share
holder is a corporation, 100 percent of any dividend received that is
distributed out of earnings and profits attributable to foreign trade income
earned while the payor corporation was a FSC may be deducted. For
dividends distributed out of earnings and profits attributable to qualified
interest and carrying charges, the deduction percentage is 70 percent,
80 percent, or 100 percent, depending on ownership percentages. No
deduction is permitted for distributions from earnings and profits attrib
utable to foreign trade income that is income determined without regard
to administrative pricing rules. This treatment of dividends makes an
FSC much more advantageous for the corporate shareholder than for
an individual shareholder.
Earnings and profits distributed to a foreign shareholder are treated
as U.S.-source income that is effectively connected with the conduct of a
trade or business conducted through a permanent establishment within
the United States. Distributions to a foreign partnership, foreign trust,
foreign estate, or other foreign entities that are treated as pass-through
entities under U.S. law are treated as made directly to the partner or
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beneficiaries in proportion to their respective interest in the entity
(Temp. Treas. Reg. Sec. 1.926(a)-1T).
Any actual distribution to a shareholder by a FSC or former FSC
that is made out of earnings and profits is treated as made in the follow
ing order:
1.
2.
3.
4.
5.

Earnings and profits attributable to exempt foreign trade income
under section 923(a)(4)
Earnings and profits attributable to exempt foreign trade income
Earnings and profits attributable to nonexempt foreign trade income
determined under administrative pricing rules
Earnings and profits attributable to nonexempt income under sec
tion 923(a)(2)
Other earnings and profits (Temp. Treas. Reg. Sec. 1.926(a)- 1T(b))

Earnings and profits of a FSC or former FSC are determined in accord
ance with the rules at Treas. Reg. Secs. 1.964-1(a), (b), and (c).
A dividend from a FSC that is from foreign trade income (other than
income determined without regard to administrative pricing rules) is not
treated as a dividend for personal holding company and foreign personal
holding company purposes. A shareholder may treat distributions from
a FSC or former FSC that are not treated as personal holding com
pany income under a look-through option for purposes of other personal
holding company tests. This option is described at Temp. Treas. Reg.
Sec. 1.926-1T(d)(2).

FSC Tax Return Requirements
Form 1120-FSC is used to report a FSC’s income, deductions, credits,
and tax. Form 1120-FSC must be filed on the fifteenth day of the third
month after the end of the tax year. Form 7004, “Application for
Automatic Extension of Time to File Corporate Income Tax Return,” is
used to request an automatic six-month extension of time to file Form
1120-FSC. Form 1120-FSC is filed with the Internal Revenue Service
Center, 11601 Roosevelt Boulevard, Philadelphia, PA 19155.

Domestic International Sales Corporations
A DISC (called an “IC-DISC”) is a domestic corporation whose income
is derived almost exclusively from U.S. export-related activities. A FSC
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conducts the same types of activities, but the major tax advantage of a
DISC is that most of the profits receive a deferral from U.S. taxation,
although there is an interest charge on the tax on the deferral. The
DISC itself is not subject to taxation. The portion of DISC income sub
ject to taxation is included in the income of the DISC shareholders. The
tax-deferred income of the DISC remains untaxed until it is distributed
to its shareholders, the shareholders of the DISC dispose of their stock,
or the DISC loses its special tax status. There is an interest charge levied
on the deferred tax on the deferred income.

Tax Attributes of a DISC
There are several unique tax advantages applicable to DISCs. Three
distinct advantages are indefinite deferral of tax on a significant amount
of qualifying income, use of the deferred income in the United States,
and section 482 relief. The only limitation placed on the use of the
invested capital and profits of a DISC is that at least 95 percent of its
assets be invested in qualified export assets. Th e breadth of the definition
of qualified export assets allows for investments to be made in the United
States without triggering additional tax. Business activities conducted
between related entities are subject to the provisions of section 482. The
complexities of this section and other related uncertainties have caused
problems for taxpayers dealing with related entities. Relief from section
482 through special DISC pricing rules was intended to make DISC pro
visions viable and allow for significant economic and tax incentives by
eliminating the pricing problems between a DISC and a related supplier.
In addition, it was intended that a DISC be allowed to have little sub
stance. It is not required to have any employees or provide any services
in connection with the sale of its goods. If the section 482 provisions were
applied to such operations, virtually no profit could be earned by the
DISC and no benefits from the DISC provisions could be realized. These
advantages apply to $10 million of qualified gross receipts of the DISC.

Requirem ents for Qualification as a DISC
Section 992 and the related regulations state eight requirements that
must be met for a corporation to qualify as a DISC. A DISC is a corpora
tion that meets the following criteria for the taxable year:
1.

The corporation must be a domestic corporation.
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2.
3.

5.
6.
7.
8.
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Ninety-five percent or more of its gross receipts must consist of qual
ified export receipts.
The adjusted basis of the qualified export assets at the close of the
taxable year must be at least 95 percent of the sum of the adjusted
basis of all assets of the corporation at the close of the taxable year.
Only one class of stock may be outstanding with a par or stated
value of at least $2,500 on each day of the taxable year.
The corporation elects to be treated as a DISC.
It has its own bank account.
It maintains separate books and records.
It is not an ineligible corporation.
Each of these requirements is discussed in detail as follows.

Domestic Corporation

Only corporations duly incorporated and existing under the laws of any
state or the District of Columbia are eligible for the DISC election. A
corporation created or organized in a possession of the United States
cannot qualify as a DISC. An association cannot qualify as a DISC even if
such an association is taxable as a corporation (Treas. Reg. Sec. 1.992-1(a)).
Qualified Export Receipts Test

To qualify for DISC treatment, a corporation must derive at least 95
percent of its gross receipts from any of eight different categories of
income. An analysis of the categories shows that the activities a DISC is
allowed to engage in are quite broad. Taxpayers should analyze their
transactions thoroughly to identify all possible sources of earnings that
can be handled by a DISC. Under section 993(a), qualified export
receipts are—
1.
2.
3.

Gross receipts from the sale, exchange, or other disposition of export
property.
Gross receipts from the lease or rental of export property that is used
by the lessee outside the United States.
Gross receipts from services that are related and subordinate to
any qualified sale, exchange, lease, rental, or other disposition of
export property.
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4.
5.

6.

7.

8.
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Gross receipts from the sale, exchange, or other disposition of quali
fied export assets, which consist of nine categories of assets.
Dividends from stock ownership of a related foreign export corpora
tion including income includable in the DISC’s gross income under
section 951. Defined at section 993(e), a related foreign export cor
poration is generally a foreign-selling subsidiary of a DISC. That is, a
DISC can choose to sell through a foreign corporation rather than
directly, thereby acting as an intermediary or wholesaler. A related
foreign export corporation can be one of three kinds: (a) a foreign
international sales corporation, of which the DISC owns more than
50 percent of the voting power; (b) a real property holding company,
of which the DISC owns more than 50 percent of the voting power;
or (c) an associated foreign corporation, of which less than 10 per
cent of the voting power is owned by the DISC and such ownership
is used in generating qualified export receipts.
Interest on obligations that are qualified export assets, including
interest from, but not limited to, (a) accounts receivable arising
from qualified export sales, lease, or rental transactions; (b) pro
ducer’s loans; (c) obligations issued, guaranteed, or insured by the
Export-Import Bank (Eximbank); and (d) obligations issued by the
Private Export Funding Corporation (PEFCO).
Gross receipts from the performance of engineering or architectural
services for construction projects located (or proposed for location)
outside the United States. These services include feasibility studies,
design, engineering, and construction supervision. They do not include
technical assistance or know-how or services connected with the
exploration for oil. These services may be performed within or with
out the United States.
Gross receipts for the performance of managerial services in the
production of other qualified export receipts of another, unrelated
DISC. This would include managerial, staffing, and operational
services necessary to operate an unrelated DISC.

Under Treas. Reg. Sec. 1.993-1(j), qualified export receipts do not
include—
1.
2.

Sales and leases of property for ultimate use in the United States.
Sales of export property accomplished by any subsidy, such as agri
cultural products sold under the PL. 480 program.
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3.

4.
5.
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Sales or leases of export property to the United States and the
furnishing of architectural or engineering services for use by the
United States.
Services related to nonqualified export receipts.
Receipts from another DISC that is related. Any gross receipts
received by one DISC from another DISC that is a member of the
same controlled group cannot be counted as qualified export
receipts. This provision is to prevent counting receipts more than
once for the qualifying tests. The term controlled group for these
purposes is defined by section 1563(a), except that “more than 50
percent” is to be substituted for “at least 80 percent” each place it
appears in section 1563(a).

Export Property. The term export property, found in the definitions of

both qualified export receipts and qualified export assets, is property that
meets the following three requirements (section 993(d)):
1.

2.

3.

The property has been manufactured, produced, grown, or extracted
in the United States by a person other than a DISC. A DISC may
assemble or package goods it sells, but it may not manufacture, pro
duce, grow, or extract such goods (Treas. Reg. Sec. 1.993-3(c)).
The property is held primarily for sale, lease, or rental in the ordi
nary course of business by, or to, a DISC for direct use, consumption,
or disposition outside the United States; or it is sold to another
unrelated DISC for such purpose (Treas. Reg. Sec. 1.993-3(d)).
Not more than 50 percent of the fair market value of the asset is
from imported components. The fair market value of any such com
ponent is its appraised value, as determined by the secretary under
sections 402 or 402a of the Tariff Act of 1930. This requirement is
to ensure that export property is primarily U.S. products. The fair
market value for these purposes is the full dutiable value without
regard to any special provisions in the tariff laws that result in a
lower dutiable value. The foreign content test is generally to be
applied on an article-by-article basis, but it is permissible to apply
the test on a mass basis if the goods are substantially identical. Even
if the component is a U.S. product, it is treated as an imported com
ponent if it is exported and then imported back into the United
States (Treas. Reg. Sec. 1.993-3(e)).
Property excluded from the definition of export property comprises—
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1.

2.

3.

4.
5.

6.
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Property leased or rented by a DISC for use by any member of a con
trolled group of which it is a member. This provision is designed to
prevent U.S. corporations from using a DISC to convert substantial
amounts of what would otherwise be manufacturing or operational
income into tax-deferred income (Treas. Reg. Sec. 1.993-3(0(2)).
Patents, inventions, models, designs, formulas, or processes (whether
or not patented), copyrights (other than films, tapes, records, or
similar reproductions for commercial or home use), goodwill, trade
marks, trade brands, franchises, or other like property. Even though
the sale or license of a copyright itself is not export property, the sale
of a book or article made from the copyright does produce qualified
export receipts (Treas. Reg. Sec. 1.993-3(0(3)).
Products of such a character that a deduction for depletion under
sections 613 or 613A is allowable, including oil, gas, coal, or uranium
products. This provision does not apply to any commodity or prod
uct if at least 50 percent of the fair market value is attributable to
manufacturing or processing. The provision does apply to primary
products from oil, gas, coal, or uranium (Treas. Reg. Sec. 1.9933(g)).
Products whose export is prohibited or curtailed under section 7(a)
of the Export Administration Act of 1979 (section 993(c)(2)(d)).
Any processed timber which is a softwood. The term unprocessed
timber means any log, cant, or similar form of timber (section
993(c)(2)(E)).
Any item of export property that would otherwise be included but is
determined by the President to be in short supply for the require
ments of the domestic economy (section 993(c)(3)).

Distributions Upon Failure of the Qualified Export Receipts Test. When the
DISC fails the gross export receipts test in a taxable year, section 992(c)
allows a distribution in order to meet the qualification requirement if
there was a reasonable cause for failure. A DISC must distribute all of its
taxable income attributable to the nonqualified gross receipts. If the
qualified export receipts requirement is met, a portion of the taxable
income from the nonqualified gross receipts may be deferred; whereas if
the requirement is not met, none of such taxable income related to the
nonqualified gross receipts may be deferred.
A d i s c ’s failure of the qualified export receipts test will be consid
ered reasonable if the action or inaction that resulted in the failure
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occurred in good faith. For example, if a D lSC’s reasonable determina
tion of the percentage of its total gross receipts that are qualified export
receipts is subsequently redetermined to be less than 95 percent as a
result of a section 482 adjustment, then the failure of the qualified export
receipts test is considered to be reasonable (Treas. Reg. Sec. 1.992-3(c)(2)).
In addition, if a DISC makes a deficiency distribution for a taxable year
on or before the fifteenth day of the ninth month after the close of such
taxable year, the failure of the qualified export receipts test is considered
reasonable if (1) at least 70 percent of the gross receipts of the DISC for
the taxable year consisted of qualified export receipts and (2) the sum of
the adjusted bases of the qualified export assets held on the last day of
each month of the taxable year equals or exceeds 70 percent of the sum
of the adjusted bases of all assets held by the DISC on each such day
(Treas. Reg. Sec. 1.992-3(d)).
The deficiency distribution must be made within ninety days of the
date of the first written notification to the DISC by the IRS that it has
not satisfied the 95-percent requirement, with provisions for extensions
for reasonable cause and provisions for payment of deficiency distribu
tions after court action (Treas. Reg. Sec. 1.992-3(c)(3)). If a DISC makes
a deficiency distribution after the fifteenth day of the month after the
close of the taxable year for which the distribution is made, an interest
charge of 4.5 percent is levied on the distribution (Treas. Reg. Sec.
1.992-3(c)(4)).
Qualified Export Assets Test

To qualify for DISC treatment, the adjusted basis of the qualified export
assets of a corporation must equal or exceed 95 percent of the sum of the
adjusted bases of all assets at the close of the taxable year. Under section
993(b), qualified export assets include the following items:
1. Export property. Export property is basically inventory items made
in the United States2 (other than by a DISC) and destined for ultimate
use outside the United States.
2. Business assets. Assets used primarily in connection with the
distribution of export property (whether from storage, handling, trans-

2Rev. Rul. 82-115, 1982-1 C.B. 108, also provides that goods manufactured in a
U.S. foreign trade zone by a domestic corporation are considered manufactured in the
United States.
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portation, or packaging) or the assembly or servicing of export property
constitute qualified export assets. This category of assets also includes
goodwill acquired by a DISC upon the purchase of an ongoing export
sales business.3 But qualified export assets do not include assets used for
manufacturing. At issue is the difference between assembling and manu
facturing. A DISC is manufacturing if it substantially transforms a
product. Operations will be considered manufacturing if the value added
to the product accounts for 20 percent or more of the total costs of goods
sold (Treas. Reg. Sec. 1.993-3(c)(2)(iv)).
3. Trade receivables. These are accounts receivable and evidences
of indebtedness arising out of seven different transactions generating
qualified export receipts. The seven types of transactions are (a) sale or
disposition of export property; (b) lease, rental, or license of export prop
erty; (c) services related to export property; (d) sale or disposition of
export assets; (e) engineering and architectural services on foreign con
struction projects; (f ) managerial services in the production of other
qualified export receipts; and (g) commissions from such sales, leasing,
or services.
4. Working capital This includes money, bank deposits, and other
similar temporary investments reasonably necessary to meet the working
capital requirements of the DISC. Temporary investments are defined
as demand obligations or obligations with a maturity of not more than
one year. Treas. Reg. Sec. 1.993-2(e)(3) prescribes how the reasonable
working capital needs of a DISC are to be determined.
5. Investments in certain foreign corporations. Stock or securities of a
related foreign export corporation constitute qualified export assets.
Section 993(e) defines three kinds of related foreign export corporations:
(a) the foreign international sales corporation, (b) the real property
holding company, and (c) the associated foreign corporation.
6. Eximbank and Foreign Credit Insurance Association obligations. The
Eximbank is a wholly owned U.S. government corporation whose func
tion is to provide credit arrangements for the sale of U.S. goods and
services abroad. Its purpose is to assure that a U.S. producer can provide
foreign customers with credit facilities. This assurance allows a U.S.
exporter to compete in world markets solely on the basis of its products
and prices. Th e Eximbank has developed several programs to meet vary
ing needs, such as direct loans, credit guarantees made to financial
3Rev. Rul. 82-18, 1982-1 C.B. 107.
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institutions, credit insurance, discount loan facilities, and cooperative
financing facilities. The Eximbank receives its funds primarily by borrow
ing from both the U.S. Treasury and the general public.
The Foreign Credit Insurance Association (FCIA)—an association
of over fifty maritime, casualty, and property insurance companies—was
formed to provide credit protection for exporters. The FCIA will issue
its insurance to the manufacturer or its DISC. The FCIA can fashion
insurance policies to satisfy many different credit insurance needs.
Investments in obligations issued, guaranteed, or insured (including
reinsurance) by either the Eximbank or FCIA constitute qualified export
assets if the obligations are acquired either directly from the Eximbank,
FCIA, a person selling or purchasing goods and services giving rise to the
obligations, or any corporation that is a member of the same controlled
group as such person. Also included is a certificate of participation,
insured by FCIA, in a loan made by a U.S. bank to a foreign corporation
to purchase goods produced in the United States.4 Obligations of the
Eximbank purchased from a person qualify if the purchase is within
ninety days after the obligation was first offered to the public. (For other
limitations to this provision, see Treas. Reg. Sec. 1.993-2(h)(2).)
7. Loans to domestic corporations. These are obligations of a domestic
corporation organized solely to finance sales of export property under an
agreement with the Eximbank, where the loans are guaranteed by such
bank. An example of this type of obligation would be one issued by
Private Export Funding Corporation.
8. Deposits in U .S. Banks. These include amounts on deposit in the
United States at year’s end that are in excess of reasonable working capi
tal needs but are invested after year’s end and in a designated reasonable
period become qualified export assets. This provision’s purpose is to allow
a DISC flexibility in its operations where it may receive a substantial
payment in the latter part of its taxable year and does not have sufficient
time to convert the amount into a qualified export asset prior to the end
of the year. Treas. Reg. Sec. 1.993-2(j) defines what constitutes a reason
able period for these purposes.
9. Producer’s loans. These include obligations arising in connection
with a producer’s loan (defined and discussed below).

4Rev. Rul. 81-251, 1981-2 C.B. 156.
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Producer’s Loans. A DISC is limited in its operations primarily to sales

and services; it cannot manufacture or produce. In the interest of encour
aging U.S. exports, a DISC is permitted to lend its tax-deferred profits to
producers of U.S. export goods without endangering either its DISC
election or its deferral from current U.S. taxation on the funds lent,
except to the extent that loaned amounts are invested outside the
United States (section 993(d) and Treas. Reg. Sec. 1.993-4). Further
more, a producer’s loan is not considered a dividend to a borrower even if
the borrower is also a shareholder of the DISC. These loans can be to a
related company or to unrelated producers of U.S. exports. Producer’s
loans considerably increase the attractiveness of DISCs. A producer’s
loan is a qualified export asset, and the interest from such a loan paid to a
DISC is a qualified export receipt (section 993(a)(1)(F)).
There is no statutory requirement as to either the minimum or maxi
mum rate of interest that must be charged on producer’s loans. The rate
of interest provides some degree of opportunity to shift income among
related entities. However, the standards of section 482 would apply as a
limit to the rates charged.
Each of the following requirements must be met by the lending
DISC: (1) At the time the loan is made, it must be designated as a pro
ducer’s loan by stating, “This obligation is designated a producer’s loan
within the meaning of section 993(d) of the Internal Revenue Code,” or
by making a statement with similar meaning; and (2) the loan must be
evidenced by a note (or some other indication of indebtedness) and must
have a stated maturity date of not more than five years.
In addition to the foregoing requirements, the amount of loans that
qualify as producer’s loans in any one year is subject to two limitations.
The first limitation is that a DISC can make qualifying producer’s loans
in the aggregate only up to the amount of its total undistributed taxdeferred profits (accumulated DISC income). This determination is to be
made at the beginning of the month in which a loan is made. Th e
amount of the loan, when added to the unpaid balance of all other
producer’s loans, should not exceed the DISC’s untaxed accumulated
DISC income. The determination of whether a loan qualifies as a pro
ducer’s loan is made at the time the loan is made. If the untaxed
accumulated DISC income of the DISC later slips below the unpaid
balance of all producer’s loans previously made, the subsequent decrease
will not disqualify the previous loans.
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A second limitation is placed on the amount that can be lent to any
one borrower. The limit is the amount of the borrower’s assets that are
considered to be export-related. Such assets are to be determined by the
complex formula found at section 993(d)(3) and the related regulations.5
Distributions Upon Failure of the Qualified Export Assets Test. When a
DISC fails the qualified export assets test in a taxable year, section
992(c) allows a distribution in order to meet the qualification require
ment if there was reasonable cause for failure. If a DISC fails the test, it
must distribute the fair market value of those assets that were not quali
fied export assets on the last day of such taxable year.
A d i s c ’s failure of the qualified export assets test will be considered
reasonable if the action or inaction that resulted in the failure occurred
in good faith (for example, the failure was because of blocked currency or
expropriation) (Treas. Reg. Sec. 1.992-3(c)(2)). In addition, if a DISC
makes a deficiency distribution for a taxable year on or before the
fifteenth day of the ninth month after the close of such taxable year,
the failure of the qualified export assets test is considered reasonable if
the adjusted bases of the qualified export assets held by the DISC on the
last day of each month of the taxable year are at least 70 percent of the
sum of the adjusted bases of assets held by the DISC on each such day
(Treas. Reg. Sec. 1.992-3(d)).
The deficiency distribution must be made within ninety days of the
date of the first written notification by the IRS that the DISC has not
satisfied the qualified export assets requirement. There are extensions
for reasonable cause and provisions for payment of deficiency distribu
tions after court action (Treas. Reg. Sec. 1.992-3 (c)(3)). If a DISC
makes a deficiency distribution after the fifteenth day of the month after
the close of the taxable year for which the distribution is made, an inter
est charge of 4.5 percent is levied on the distribution (Treas. Reg. Sec.
1.992-3(c)(4)).

Capitalization Requirements

The restriction of outstanding stock to only one class is to prevent
unwarranted complexities from arising in allocation of undistributed
profits to shareholders of more than one class of stock. Outstanding stock

5There is also a special limitation for domestic filmmakers provided in section 993(d)(4).
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with different voting rights, dividend rights, liquidation preferences, or
other different interests in control, profits, and assets is to be considered
as more than one class of stock. The regulations provide a safe-harbor
rule, which states that in no event will debt be treated as a second class
of stock, regardless of amount, as long as the following requirements
are met:
1.
2.
3.
4.
5.

Such debt is a written obligation to pay a fixed amount on a fixed
maturity date.
Interest is payable at an arm’s-length rate, as determined under
Treas. Reg. Sec. 1.482-2(a)(2).
Such debt is not convertible into stock.
Such debt does not confer voting rights.
Interest and principal are paid in accordance with the terms of the
debt. Modifications of payments are allowed if a DISC becomes
unable to pay. If trade accounts are payable within fifteen months
after they arise or if they otherwise satisfy the definition of debt,
including the safe-harbor rule (Treas. Reg. Sec. 1.992-1(d)(2)(ii)),
they will be considered a debt. Treas. Reg. Sec. 1.992-1 (d)(1) pro
vides that the par or stated value of a corporation’s outstanding
stock must be at least $2,500 at all times during the year, none of
which may be allotted to paid-in or other surplus accounts. The law
of the state of incorporation of the DISC determines what consider
ation may be used to capitalize the DISC. If the corporation has
realized or unrealized loss during a taxable year that results in the
impairment of all or part of the capital required, the impairment
does not result in disqualification, provided the corporation does not
take a legal or formal action under state law to reduce capital below
$2,500 (Treas. Reg. Sec. 1.992-1(d)(1)).

In the case of a new corporation, the foregoing requirements are
satisfied if they are met on the last day of the period within which such
election must be made and on each succeeding day of such year.
The Proper Election

The election to be treated as a DISC is made by filing Form 4876 with
the service center where the corporation would file a federal income tax
return, accompanied by a list of signatures of all shareholders (either
signed on Form 4876 or on a separate list) who are shareholders as of the
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beginning of the first taxable year in which the corporation will be a
DISC. A new corporation has ninety days after the beginning of its first
taxable year to make the election. All other corporations must make the
election within a ninety-day period immediately before the beginning of
the year for which the election is to be effective.
All persons who are shareholders at the beginning of the first taxable
year for which the election is made must consent (either on Form 4876
or on a separate sheet) to the election. The consent is binding on each
shareholder and all transferees of the shares, and it may not be with
drawn. When stock is owned by more than one party (such as community
property or joint tenants), each party must consent to the election.
When the filing of an election is timely and would be valid except
for the failure to attach the consent of any shareholder, the election will
not be invalid if the shareholder can show reasonable cause for failure to
file the consent and then does file within the extended time granted by
the IRS.
A valid election remains in effect until terminated by either of two
methods. In the first method, the corporation itself can revoke the elec
tion after the first taxable year for which the election is effective by filing
a statement of revocation with the service center in which the corpora
tion filed its election. The statement must be filed within the first ninety
days of a taxable year to be effective for that year.
In the second method, if a DISC fails to qualify as a DISC for each of
five consecutive years, such an election terminates automatically, effec
tive for the years after such fifth year. This five-year rule refers only to the
election. Treas. Reg. Sec. 1.992-1(e) provides that to be taxed as a DISC,
a corporation must have an election in effect and must also satisfy the
requirements of Treas. Reg. Sec. 1.992-1(a) through (d). A corporation
that fails the DISC requirements of section 992(a) as provided by Treas.
Reg. Sec. 1.992-1 in any one year has not terminated its election, and it
need not go through the election process again. However, in certain
instances when shares are transferred, a supplemental Form 4876 must
be filed.
Own Bank Account and Separate Books and Records

A DISC must have a separate bank account on each day of the taxable
year; in the case of a corporation that elects to be treated as a DISC for
its first taxable year, such a corporation must have a separate bank
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account within ninety days after the beginning of such taxable year, on
each succeeding day of such taxable year, and as above, on each day of
every succeeding tax year.
Not an Ineligible Corporation

DISC provisions are specifically denied to certain types of domestic cor
porations, including—
1.
2.
3.
4.
5.
6.
7.
8.

Tax-exempt organizations.
Personal holding companies.
Banks, savings and loan associations, and other financial institutions.
Insurance companies.
Regulated investment companies.
China Trade Act corporations.
A subchapter S corporation (referred to as an S corporation).
Corporations claiming the section 936 Puerto Rico and possessions
tax credit. A corporation that is a DISC or a former DISC (defined
in section 992(a)), or is a shareholder in a DISC or former DISC for
a taxable year, is not entitled to the section 936 Puerto Rico and
possessions tax credit for such taxable year (section 936(f)).

Computing DISC Income
Typically, a business forms a DISC through which it may channel its
export activities. If the DISC is selling merchandise, it will either buy
the products from the related supplier (a buy-sell DISC) or act as com
mission agent for the related supplier (a commission DISC). The
qualifications for DISC status are liberal enough to allow it to have little
substance (a paper DISC or desk DISC). The DISC need not have any
employees or inventory, make its own sales, or even handle the billings
of the sales. As a result, under normal tax rules, significant problems
could arise in that whenever related parties deal with each other, section
482 becomes operative, setting standards for the transfer prices charged.
Section 482, which provides in effect that the transfer prices must be
essentially the same as those made to unrelated parties (arm’s-length
standard), acts as a limit to the amount of profits and expenses that can
be shifted between related parties. Furthermore, section 482 has been
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criticized for its complexities and uncertainties and, especially in the for
eign area, for accuracy-related penalties and for the exposure to double
taxation caused by IRS adjustments to prior years, which cannot be used
to adjust the amount of income taxed by foreign governments.
To avoid the problems of section 482 and to encourage the utiliza
tion of DISCs, section 994 provides special rules that can guide the
setting of transfer prices between related parties. One method is the
4-percent-gross-receipts method and the other is the 50-percentcombined-taxable-income method. These two special rules should help
not only to reduce the previous problems connected with intercompany
transfer prices but also to increase the amount of profits a DISC can earn.
These two special pricing rules are among the most attractive aspects of
the DISC legislation.
The limitations of the two special pricing rules are as follows:
1.

2.

3.

4.

The special rules apply only to transactions between a related sup
plier and a DISC that give rise to qualified export receipts (Treas.
Reg. Sec. 1.994-1(b)). These special pricing rules may not be used
for nonqualified receipts. Section 482 will apply to these transac
tions of DISCs with related parties.
The special rules determine the apportionment of income resulting
from a transaction between the DISC and its related supplier. When
the DISC resells to an unrelated customer, the special rules appor
tion the income in such an arm’s-length sale by giving a portion to
the DISC and a portion to the related supplier. However, when the
DISC resells to a related customer, the complex allocation rules of
section 482 may first operate to readjust the price and income on the
d i s c ’s resale, and then the special rules will apportion the adjusted
price and resulting income to the DISC and its related supplier.
Both special rules can be used on the same tax return; that is, a
4-percent-gross-receipts method can be used on one transaction and
a 50-percent-combined-taxable-income method used on another
transaction. However, a certain grouping of transactions is allowed
by Treas. Reg. Sec. 1.994-1(c)(7).
Under the regulations (Treas. Reg. Sec. 1.994-1(e)) (with no sup
port in the Code), the profits that can be shifted to a DISC under
either of these two pricing methods are limited to 100 percent of the
combined taxable income. Where combined taxable income is posi
tive on a transaction, considering both the DISC and the related
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supplier, neither method can be used to cause a loss to be incurred
by the related supplier. That is, the minimum transfer price must be
at least high enough to cover the supplier’s costs. This rule is called
the “no'loss rule.”
Taxpayers should carefully select the method or methods that will
allocate the greatest amount of profits to a DISC (unless extraordinary
circumstances exist in which one might want to allocate the minimum
profit to a DISC) to ensure the maximum tax benefits that can
be derived.
Treas. Reg. Sec. 1.994-1(e)(4) allows the transfer prices to be adjusted
for the prior year up to the date the DISC files its return for that year.
This allows additional flexibility and time in determining the amount of
income desired for a DISC. Treas. Reg. Sec. 1.994-1(e)(4) also permits a
redetermination of the commission in an amended return if otherwise
permitted by the Code and regulations. Rev. Rul. 82-81 permits a timely
filed, amended return of a DISC and its parent in which the DISC
recomputes its income under a different pricing rule from the one used in
the original return to determine a maximum allowable commission.6
The 4-Percent-Gross-Receipts Method

The 4-percent-gross-receipts pricing method provides that a transfer
price can be set to allow a DISC’s income from a transaction to equal
4 percent of the gross receipts from the sale of such export property plus
10 percent of the export promotion expenses attributable to the trans
action. The pricing rule can be expressed algebraically as follows:6
M axim um allow
able taxable
=
incom e to D IS C

G ross receipts
4% X from sale of
export property

6Rev. Rul. 82-81, 1982-1 C.B. 109.

+

Export
10% X prom otion
1
expenses
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Once the maximum amount of taxable income is determined, the
transfer price can then be calculated as follows:
Sales
Less:
1.
2.
3.

price by D IS C
Export prom otion expenses
O ther attributable costs of D IS C
M axim um taxable income (per 4 -percent method)

Equals: Transfer price to D ISC
E xam ple 1 2 .3 . Baltam, a domestic corporation, produces export property
that is sold to its wholly owned D ISC . During the year, Baltam produces and
sells a line o f export property to the D ISC , which was resold for $200,000.
Baltam ’s cost of goods sold attributable to the export property is $85,000,
and expenses directly related to export sales are $35,000. T h e D IS C incurred
export prom otion expenses of $20,000. T h e D IS C ’s net income under the
4'percent m ethod is $10,000 ([4% X $200,000] + [10% X $20,000]). T h e
selling price to the D IS C is $170,000 ($200,000 - [$20,000 + $10,000]).
A loss is not incurred by the related supplier, since $170,000 — ($85,000 +
$35,000) = $50,000 profit to Baltam. Therefore, the $170,000 transfer price
may be used.

If the DISC is a commission DISC, the maximum profit is also 4 per
cent of the gross receipts plus 10 percent of the export promotion
expenses attributable to the transaction. The total commission payable
to the DISC is calculated as follows:
M axim um taxable income (per 4-percent method)
Plus:
1. Export prom otion expenses
2. O ther attributable costs o f D IS C
Equals: Com m ission payable to the D IS C
E xam ple 1 2 .4 . C alton, a dom estic corporation, produces export property

that is sold by its wholly owned D ISC . T h e related supplier agreement states
that the D IS C may earn a profit from the comm ission sales o f qualified prop
erty of a 4-percent comm ission plus 10 percent o f the export prom otion
expenses. T h e D IS C sells qualified export property for $100,000 and incurs
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$5,000 in export prom otion expenses and $2,000 in other costs. T he D IS C
profit is $4,500 ([4% X $100,000] + [10% X $5,000]), and the commission
payable to the D IS C is $11,500 ($4,500 + $5,000 + $2,000).

The 50-Percent-Combined-Taxable-Income Method

Under the 50-percent-combined-taxable-income method, the income
that may be earned by a DISC is equal to 50 percent of the combined
taxable income from export property of the related supplier and the
DISC plus 10 percent of the DISC’s export promotion expense. This
pricing rule can be expressed algebraically as follows:
M axim um allow
able taxable
=
incom e to D IS C

50%
1

X

Com bined
taxable
income

+

Export
10% X prom otion
expenses

Treas. Reg. Sec. 1.994-1(c)(6) states that combined taxable income
shall be determined as follows:
G ross receipts from sale by D IS C
Less: Total costs o f D IS C and related supplier
that relate to gross receipts____________
Equals: Com bined taxable income

In determining the amount of total costs of the above, Treas. Reg.
Sec. 1.994-1(c)(6)(i)-(iv) and Treas. Reg. Sec. 1.861-8 provide several
rules to follow.
Once the maximum amount of combined taxable income is deter
mined above, a commission for a commission DISC can be computed as
shown above, and the transfer price for a buy-sell DISC can be deter
mined as follows:
Sales price by D ISC
Less:
1. Export prom otion expenses
2. O ther attributable costs o f D ISC
3. M axim um taxable income (per 50-percent method)
Equals: Transfer price to D ISC
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E xam ple 1 2 .5 . G olden, a domestic manufacturing company owns all the
stock o f Bear, a D ISC . During the year, G olden produces and sells Bear a line
o f export property, which is resold by Bear for $200,000. G olden’s cost of
goods sold attributable to the export property is $115,000, so that the com 
bined gross income from the sale o f the export property is $85,000 ($200,000
— $115,000). G olden’s expenses directly related to the export sales are
$35,000, and deductible overhead and other supportive expenses allocable to
all gross income are $6,000. A pportionm ent o f these overhead expenses
under Treas. Reg. Sec. 1.861-8 results in $2,000 apportioned to the export
activities. G olden’s gross income from other sources is $170,000. Bear’s
export prom otion expenses are $20,000. Bear’s net income is computed
under the combined taxable income m ethod as follows:

Bear’s sales
G olden’s costs o f goods sold
G olden ’s directly related expenses
G olden’s allocable indirect expenses
Bear’s expenses

$200,000
$115,000
35,000
2,000
20,000

Com bined taxable income

172,000
$ 28,000
50%

10-percent export prom otion expenses

$ 14,000
2,000

N et income to Bear

$ 16,000

price Bear pays G olden is computed as follows:
Bear’s sales
Bear’s expenses
Bear’s net income
Transfer price from G olden to Bear

$200,000
$ 20,000
16,000

36,000
$164,000

Marginal Costing Rules

Marginal costing is a method under which only marginal or variable
costs of producing and selling a particular item, product, or product line
are taken into account (Treas. Reg. Sec. 1.994-2(b)). Marginal costs may
be used by a DISC seeking to establish a foreign market for sale of an
item, product, or product line of export property. Marginal costs are not
applicable either to sales income under section 954(d) or for leases of
property or the performance of services, whether or not related, and
subsidiary services.
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In applying the marginal costing method, only variable costs are taken
into account (that is, direct production costs and export promotion expenses
if they are claimed as such in determining taxable income derived by the
DISC under the 50-percent-combined-taxable-income method).
For purposes of the computation of profits under the 50-percentcombined-taxable-income method, a DISC is allowed to use marginal
costing in calculating the combined taxable income on a transaction if it
is treated as seeking to establish or maintain a foreign market for export
property. Establishing or maintaining a foreign market is considered to
exist when the combined taxable income computed using marginal costs
is greater than when using full costing. The marginal costing rule should
be considered in conjunction with Treas. Reg. Sec. 1.482-2(e)(2)(iv),
which permits selling at reduced prices, and perhaps even at a loss, to
introduce the product into an area or to meet competition.
The maximum amount of combined taxable income to be allowed
using the marginal costing rules is subject to two limitations. The first
limitation is that if combined taxable income exists for a transaction,
this method cannot cause a loss to the related supplier. A loss to a related
supplier exists when the taxable income recognized by a DISC exceeds
the combined taxable income of the related supplier and DISC.
The second limitation is that the combined taxable income cannot
exceed gross receipts derived from such sales multiplied by the overall
profit percentage that is calculated based on full costing. The limitation
is expressed algebraically as follows:
Com bined taxable income of
D IS C and related supplier
on product
+
Taxable income o f related
supplier from all other sales
(dom estic and foreign
o f such product)

M axim um
combined =
taxable
Total gross receipts from above sales
income

X

G ross receipts
derived by
D IS C on
product

In applying the foregoing formula, certain groupings of transactions
are allowed by Treas. Reg. Sec. 1.994-1(c)(7). (For an example of the
marginal costing rule, see Treas. Reg. Sec. 1.994-2(3), example (1)).
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The Section 482 Method

The section 482 pricing method is used for all applicable transactions
between a DISC and a related supplier when the DISC is not eligible for
either the 4'percent-gross-receipts method or the 50-percent-combinedtaxable-income method or when it chooses not to use them. Section 482
pricing may produce a larger profit in some cases. The transfer price
under this method is to be determined by the guidelines of section 482
and the related regulations. As was mentioned previously, when section
482 arm’s-length pricing methods are applied to a DISC, it must have
commercial or entrepreneurial substance7or little or no profit is allocated
to the DISC. This could result in little or no deferral of U.S. taxation on
qualified export receipts.
Export Promotion Expenses

The taxable income allocated to a DISC can be increased by 10 percent
of the export promotion expenses it incurs. The term export promotion
expenses is broadly defined and includes items that one would not gener
ally associate with the term promotion. The provision was added to
encourage the transfer of selling functions and other business activities
to the DISC.
The general definition includes all those costs that advance the sale,
lease, or other distribution of export property outside the United States.
The following are some specific examples from the regulations that meet
this general definition:
Costs of installation (but not assembly) services at the site
Costs of meeting warranty commitments
General and administrative expenses attributable to billing customers
Clerical functions
Market studies and advertising
Salaries and wages of sales, clerical, and other personnel
Rentals of property
Sales commissions, warehousing, and other selling expenses

7In te rn atio n a l C a n a d ia n C o r p .,

para. 9405 (W.D. Wash. 1961).

308 F.2d 520 (CA-9, 1962), af f 'g 61-1 U.S.T.C. (CCH)
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Reasonable allowance for depreciation and obsolescence
Freight (subject to limitations of Treas. Reg. Sec. 1.994-1(0(4))
Costs of packaging for export
Costs of designing and labeling packages exclusively for export markets

The following are some items specifically excluded from this defini
tion by the regulations: (1) interest, (2) bad debts, (3) freight insurance,
(4) cost of manufacture or assembly operations, (5) income or other
taxes for which a foreign tax credit is given, and (6) state and local
income and franchise taxes.
For an expense to be an export promotion expense, it must be incurred
by the DISC, must advance the distribution or sale of export property for
use outside the United States, must be an ordinary and necessary busi
ness expense, and must be attributable to qualified export receipts to
which section 994 applies. An expense will qualify as an export promo
tion expense incurred by the DISC even if the accounting and payment
of these expenses is handled by a related party and the DISC reimburses
the related party (Treas. Reg. Sec. 1. 994-1(f)(7)(vi)).
Payment of Transfer Price or Commission

The transfer price or reasonable estimate actually charged by a related
supplier to a DISC, or a sales commission actually charged by a DISC to
a related supplier, must be paid no later than sixty days following the
close of the taxable year of the DISC during which the transaction
occurred. The payment must be in the form of (I) money; (2) property,
including accounts receivable from sales by or through the DISC; (3) a
written obligation that qualifies as debt under the safe-harbor rule of
Treas. Reg. Sec. I.992-1(d)(2)(ii); or (4) an accounting entry offsetting
the account receivable against an existing debt owed by the person in
whose favor the account receivable was established to the person with
whom it engaged in the transaction. The form of the payment to a DISC
need not be a qualified export asset but the 95-percent-qualified-exportassets requirement must be satisfied.
If the amount actually paid results in the DISC realizing at least 50
percent of its taxable income from the transaction (as reported in its tax
return for the taxable year the transaction is completed), that amount
will be deemed a reasonable estimate of the transfer price or commission.
There is a danger involved in not paying the transfer price or
commission within the sixty-day period. The indebtedness owed to the
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DISC is treated as an asset, but not as a trade receivable or other quali
fied export asset, thereby jeopardizing the satisfaction of the 95-percentqualified-export-assets requirement.8

Taxation of a DISC
A DISC is not subject to income taxation; however, a DISC is a separate
reporting entity and taxable income of a DISC must be determined.
Such taxable income is determined in the same manner as if the DISC
were a domestic corporation not electing DISC status. A DISC chooses
its method of depreciation, inventory method, and annual accounting
period as if it were a corporation that had not elected DISC status (Treas.
Reg. Sec. 1.991-1(b)(1)).
A DISC may generally choose any method of accounting permissible
under section 446(c). If a DISC is a member of a controlled group, the
DISC may not choose a method of accounting that will result in a mate
rial distortion of the income of the DISC or any other member of the
controlled group when applied to transactions between the DISC and
other members of the controlled group (Treas. Reg. Sec. 1.991-1(b)(2)).
Under section 441(h), the taxable year of a DISC must be the same as
that of the shareholder (or group of shareholders with the same twelvemonth taxable year) who has the highest percentage of voting power.

Income Taxable to DISC Shareholders
The earnings and profits of a DISC are taxed to the shareholders based
on six possible taxable events:
1.
2
3.
4.
5.
6.

Deemed distributions
Dividends (other than distributions from previously taxed income)
Disposition of DISC stock
Disqualification of DISC election
Qualifying distributions (to preserve DISC election)
Bribe- and boycott-produced income

8CWT

F a r m s , In c .,

79 T.C. 68 (1982).

F ritzch e D o d g e & O lc o tt,

T.C. Memo. 1983-56.
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Deemed Distributions

Deemed distributions are the earnings of a DISC that are constructively
taxed to the shareholders on an annual basis. At the minimum, share
holders are taxed on these amounts annually. The effect of deemed
distributions is that the shareholders recognize dividend income but are
not eligible for the dividends-received deduction. Such distributions
are taxed to the shareholders on a pro rata basis in their taxable year in
which the last day of the taxable year of the DISC ends. Deemed distri
butions increase the basis of the stock of the shareholders (section 996(e)).
Once such amounts are taxed, they are classified as previously taxed
income. The significance of previously taxed income is that it can be
distributed to shareholders at a later time without tax consequences,
except for a reduction in the basis of their stock in the DISC.
There are two categories of deemed distributions. The first category
is deemed distributions in qualified years from—
1.
2.
3.

4.
5.
6.

7.

Interest from producer’s loans.
Gains on the sale or exchange of nonqualified export assets acquired
in a nontaxable exchange.
Gains to the extent of ordinary income recapture on the sale
or exchange of qualified export assets acquired in a nontaxable
exchange.
Fifty percent of the taxable income attributable to military property.
The taxable income of the DISC attributable to qualified export
receipts of the DISC for the taxable year that exceed $10 million.
In the case of a shareholder that is a C corporation, 1/17 of the excess
of the taxable income of the DISC for the taxable year before any
distributions during the year, over the sum of items 1 through 5 plus
an amount equal to
of the excess multiplied by the international
boycott factor and any illegal bribe, kickback, or other payment
within the meaning of section 162(c). The fact that some income is
always taxed to the corporate shareholder favors individual owner
ship of DISC shares over corporate ownership.
The amount of foreign investment attributable to producer’s loans
(Prop. Treas. Reg. Sec. 1.995-2A(a)).

The second category of deemed distributions is the distributions
upon disqualification of the DISC.
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Interest From Producer’s Loans. Defined in Treas. Reg. Sec. 1.993-4,

interest from such loans is to be recognized as a deemed distribution by
the DISC shareholders. No reduction is allowed for any attributable
expenditure. Producer’s loans generate interest income for the DISC and
an interest deduction for the borrower. If the borrower is a shareholder in
the DISC, the effect is to offset interest deduction and interest income
for the borrower-shareholder. As a result, an opportunity arises for shifting
income among related parties where the borrower and the shareholder
are different parties.
Gains on the Sale or Exchange of Nonqualified Export Assets. Without this
particular provision, a DISC could be used to avoid taxation on a per
centage of the gains from the sale of property other than qualified export
assets by transferring appreciated assets to a DISC in a tax-free exchange,
with a subsequent sale of such property by the DISC. The provision
requires the inclusion of the unrecognized gain (determined at the time
of the tax-free transfer of property to a DISC) in the income of the
shareholders when the DISC disposes of the property. All such gains are
treated as ordinary income because all deemed distributions are taxed as
dividend income. This provision can be quite severe when the sale of the
property would otherwise have been taxed as a long-term capital gain
when rates are lower than that on ordinary income.
Gains to the Extent of Ordinary Income Recapture on the Sale or Exchange
of Qualified Export Assets Acquired in a Nontaxable Exchange. Shareholders

of a DISC must recognize as a deemed distribution a gain recognized by
the DISC on the sale or exchange of qualified export property (except
inventory) previously transferred in a nontaxable transaction, to the
extent the gain on the previous transfer was not recognized and would
have been treated as ordinary income if the property had been sold or
exchanged rather than transferred to the DISC.
Xenon, a dom estic corporation, transfers property to a
D IS C in a tax-free exchange in which X enon’s entire realized gain o f
$100,000 is not recognized. T h e property would have been subject to a
section 1245 recapture o f $60,000 (ordinary incom e). W hen the D IS C sells
the property at a realized gain o f $150,000, the am ount of income that must
be recognized as a deemed distribution is $60,000 (the lesser o f $150,000
or $60,000).

E xam ple 1 2 .6 .

______ Foreign Sales Corporations and Domestic International Sales Corporations

441

Fifty Percent of the Taxable Income Attributable to Military Property. Share
holders of a DISC must recognize as a deemed distribution 50 percent
of the taxable income of the DISC attributable to military property.
Military property means any property that is an arm, ammunition, or
implement of war designated in the munitions list published pursuant to
the Mutual Security Act of 1954 (22 U.S.C. sec. 1934), which is referred
to in section 995(b)(3)(B) as the “Military” Security Act of 1954.
Taxable Income Attributable to Gross Receipts Exceeding $10 Million. If the

qualified export receipts of a DISC exceed $10 million, the taxable income
attributable to the receipts in excess of $10 million is deemed distributed
to the DISC shareholders. If the receipts exceed $10 million, the DISC
must segregate the qualified export receipts into two amounts, those that
are below $10 million and those exceeding $10 million. This selection
may be made in any manner the DISC chooses and will normally be
done in such a way that the greatest amount of taxable income will be
allocated to the DISC for purposes of applying the intercompany pricing
rules. Except in the case of services related to any disposition or rental of
export property (which cannot be treated separately) or the transaction
that causes the DISC receipts to exceed $10 million (which is treated as
partly receipts under $10 million and partly receipts over $10 million),
the allocation may be made on a transaction-by-transaction basis or
on the basis of a grouping consistent with the grouping used for inter
company pricing. After identifying the transactions of the taxable year
that are considered to exceed the $10 million amount, the excess
receipts are reduced by cost of goods sold, if applicable, and by deduc
tions properly allocated and apportioned under Treas. Reg. Sec. 1.861-8
and following. Members of a controlled group determined under section
1563(b) are entitled to only one $10 million amount (Prop. Treas. Reg.
Sec. 1.995-8(a)).
An Amount Equal to 1/17 of the Excess DISC Income. The minimum amount

of income subject to current taxation to an individual shareholder is
zero, and to a shareholder that is a C corporation the amount is 1/17 of the
net income, calculated as follows:
Total taxable income of D IS C
Less:
1. G ross interest from producer’s loans
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2. G ains on sale o f nonqualified export assets acquired in a nontaxable transaction
3. G ains on sale o f qualified export assets acquired in a non-taxable
transaction
4. Fifty percent o f the taxable income o f the D IS C attributable to
military property
5. Th e taxable income o f the D IS C attributable to qualified
export receipts in excess of $10 million
Equals: N et taxable income
X 1/17 for a shareholder that is a C corporation
Equals: Deemed distribution o f taxable income

E xam ple 1 2 .7 . A D IS C had total taxable income for the year o f $500,000, of
which $40,000 is attributable to gross receipts in excess o f $10 million. It has
gross interest from producer’s loans o f $12,000 and has a gain on sale o f assets
acquired in nontaxable transactions o f $23,000. T h e portion o f the taxable
income that constitutes a deemed distribution to a shareholder that is a
C corporation for the current year is calculated as follows:

($500,000 - $40,000 - $12,000 - $23,000) = $425,000
X 1/17
$ 25,000

T he total deemed distribution from all sources for the shareholder that is a
C corporation is $100,000 ($40,000 + $12,000 + $23,000 + $25,000). T h e
income that constitutes a deemed distribution to a shareholder that is not a
C corporation is $75,000 ($40,000 + $12,000 + $23,000) for the year.

Foreign Investment Attributable to Producer’s Loans. The tax significance
of producer’s loans is that tax-deferred profits may be used to expand U.S.
export activities without constituting dividend income to the borrower
(which is usually related). When the DISC legislation was drafted, there
was a concern that such amounts lent might be used by the borrowers for
foreign rather than for U.S. expansion, thereby thwarting some of the
economic objectives of the legislation.
To the extent producer’s loans are made to a related corporation and
such borrower uses the proceeds for foreign investments, that por
tion shall constitute a deemed distribution (ordinary income) to the
shareholders of a DISC, a rule dubbed the “fugitive capital rule.” The
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calculations for this provision are to be made on the basis of a controlled
group, not just the DISC and the related borrower. The purpose is to
prevent other related parties from shielding such foreign investments.
The term controlled group is defined by section 993(a)(3) as corporations
connected through stock ownership of more than 50 percent. The regu
lations divide the controlled group into two subgroups: domestic and
foreign members (that is, domestic and foreign corporations of the group).
The amount to be taxed under this provision in general is the small
est of the following three items: (1) net increase in foreign assets of the
controlled group, (2) actual foreign investments by domestic members of
the controlled group, or (3) outstanding producer’s loans.
Because of the problem with fugitive capital, producer’s loans are
risky at times. One of the objectives of utilizing a DISC is to benefit the
parent/related supplier. Since a DISC normally has little substance, it has
little need for the deferred accumulated profits. Without using producer’s
loans, it is possible to use excess cash in the DISC by purchasing the par
ent’s export receivables or export inventory. The DISC should purchase
specific receivables and inventory. Purchasing receivables at a discount
also allows the DISC to earn additional qualified export receipts.
Distributions Upon Disqualification of a DISC

The tax-deferral privileges provided to DISCs continue only as long as a
corporation remains a DISC. In any year when the corporation either
voluntarily revokes its DISC election or involuntarily fails to meet the
several conditions of DISC status, taxation of all previously deferred
accumulated DISC income (earnings and profits accumulated while it
was a DISC) is triggered and is a deemed distribution to shareholders.
The DISC election for a corporation does not terminate involuntar
ily until the corporation fails to satisfy the conditions of election for five
consecutive taxable years. However, it only takes one year’s failure to
cause distribution of all previously deferred accumulated DISC income.
Shareholders who own stock in a corporation that loses its DISC
status are taxed on their pro rata portion of the corporation’s untaxed
income accumulated during the years the corporation was a DISC. The
pro rata share of such income shall be determined as of the close of the
last consecutive taxable year for which the corporation was a DISC. An
exception is the extent to which the seller of DISC stock had to recog
nize any of his gain as ordinary income on the sale.
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The income that must be recognized upon a corporation’s disqualifi
cation as a DISC can be income earned over a period of several years
under DISC status. Considering progressive taxation, this lumping effect
could create high marginal tax liabilities. Such income recognition may
be spread out in equal installments over ten years, but in no case may
the number of installments exceed twice the number of years for which
the corporation was a DISC (section 995(b)(2)(B)). The first year that
such income must be recognized is the first year after the disqualifica
tion occurs.
E xam ple 1 2 .8 . Dole Corporation elects to be taxed as a D IS C beginning
with calendar year 1985. Dole qualifies as a D IS C from 1985 through 1995
and revokes its election effective January 1, 1996. T h e shareholders o f Dole
will be deemed to receive distributions o f D ole’s accumulated D IS C income
pro rata as a dividend on the last day o f each o f D ole’s succeeding taxable
years beginning in 1996 and spread over 1996 through 2017 (eleven years of
D IS C qualification X 2).

Interest on DISC-Related Deferred Tax Liability

For each year, the shareholder of a DISC must pay interest equal to the
shareholder’s DISC-related deferred tax liability for the year times the
base-period T-bill rate (section 995(f)(1)). The DISC-related deferred
tax liability is the excess of the amount that would be the tax liability of
the shareholder for the taxable year if the deferred DISC income were
included in gross income as ordinary income over the actual amount of
the tax liability of the shareholder for the taxable year determined with
out regard to carrybacks to the taxable year. Deferred DISC income
means the excess of the shareholder’s pro rata share of accumulated
DISC income for periods after 1984 of the DISC as of the close of the
computation year over the amount of distributions-in-excess-of-income
for the taxable year of the DISC following the computation year. The
base-period T-bill rate means the average annual rate of interest deter
mined by Treasury which is equivalent to the average investment in U.S.
Treasury bills with maturities of fifty-two weeks that were auctioned
during the one-year period ending on September 30 of the calendar year
ending with the close of the taxable year of the shareholder (section
995(f)(4)). The interest accruing during any taxable year that the share
holder is required to pay must be paid at the time the tax return would
be due for that shareholder (section 995 (f)(6); Prop. Treas. Reg. Sec.
1.995(0-1).
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Earnings and Profits
Shareholders receiving deemed or actual distributions will not be taxed
on amounts in excess of earnings and profits of the DISC. Earnings and
profits of a DISC consist of three categories: (1) previously taxed income,
(2) accumulated DISC income, and (3) other earnings and profits.
Regarding previously taxed income, shareholders of a DISC are
taxed on some of the income of a DISC without receiving an actual
distribution. To prevent double taxation, each shareholder is entitled to
receive such earnings without further taxation when they are actually
distributed. The mechanism for tracing the portions previously taxed is
to segregate the DISC earnings and profits into a “previously taxed
income” account.
Amounts in this account increase the basis in the shareholders’ stock
of the DISC. Distributions charged to this account are a reduction of
their basis in the DISC stock. When a change of ownership occurs, the
pro rata portion of previously taxed income attributable to such stock
carries over to the new owner.
Accumulated DISC income is basically the remainder of all earnings
and profits earned while the corporation was a DISC (after 1984) but
untaxed to the shareholders. Any distribution out of this portion of earn
ings and profits is taxed to the shareholders as dividend income.
However, such dividend income is not eligible for the corporate dividendsreceived deduction.
Other earnings and profits represent earnings derived in taxable
years for which the corporation was not a DISC. Distributions from this
amount are taxed as dividend income to the shareholders. These
distributions are eligible for the dividends-received deduction because
the earnings have been previously taxed to the corporation while it was
not a DISC.
Deficits in Earnings and Profits

Deficits in earnings and profits of a particular year are to be charged in
the following sequence: first, to other earnings and profits; second, to
accumulated DISC income; and third, to previously taxed income. The
foregoing order changes if the corporation is a former DISC. In that
event, the first account to be charged is other earnings and profits, then
previously taxed income, with any balance being charged to other earn
ings and profits and creating a deficit therein (Treas. Reg. Sec. 1.996-2(b)
and example (3) in Treas. Reg. Sec. 1.996-2(c)).
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Qualifying Distributions

Any actual distribution made to meet the qualified export assets require
ment or deemed distributions relating to foreign investment attributable
to producer’s loans is treated as coming first from accumulated DISC
income, second from other earnings and profits, and finally from previ
ously taxed income. In the case of any amount of any actual distribution
to a C corporation to meet the qualification requirements, 1/17 is treated
as an actual distribution and
is treated as a qualifying distribution
(section 996(a)).
Actual Distributions

Actual distributions shall be treated as coming first from previously taxed
income, second from accumulated DISC income, and third from other
earnings and profits (section 996(b)).

Disposition of DISC Stock
It was the intent of Congress that the income of a DISC be eventually
taxed to the shareholders at ordinary income rates. To prevent the
untaxed deferred income of a DISC from being converted from ordinary
income to capital gains (when there is a rate differential) by the disposi
tion of such DISC stock (which is generally a capital asset), section
995(c)(1)(A) provides that to the extent there are deferred untaxed
earnings applicable to the disposed stock that were accumulated during
the time the seller held the stock, the gain shall be taxed as dividends.
This provision is similar in effect to section 1248, which is applicable to
the sale of the stock of certain foreign corporations.
In cases in which a DISC is absorbed (that is, separate existence
ceases) by a non-DISC entity in a tax-free transaction, section
995(c)(1)(B) provides that gain must be recognized on such nontaxable
transactions to the extent of the DISC income accumulated (after 1984)
during the period the stock was held by the transferor. Treas. Reg. Sec.
1.995-4(c)(2) states that a DISC is considered to cease as a separate cor
poration when (1) there is no separate entity that is a DISC and
(2) there is no entity that carries over the accumulated DISC income
and other tax attributes of the DISC. The separate corporate existence
does not cease in the case of a mere change in place of organization. The
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regulations state, for example, that in a section 381(a) transaction, relat
ing to carryovers in certain corporate acquisitions, no gain is recognized
if the DISC is acquired by a corporation that, immediately after the
acquisition, qualifies as a DISC.
The regulations provide the following computation, which may be
used to determine the accumulated DISC income attributable to the
stock (Treas. Reg. Sec. 1.995-4(e)). The computation is made separately
for each year the stock was held and then added for all the years held.
Accum ulated
D IS C income
attributable =
to disposed
stock

Increase in total accumulated
D IS C income for year
Total number o f shares of
stock outstanding

N um ber or
shares
X disposed of
by transferor

The total yearly increase of accumulated DISC income is determined
by subtracting the accumulated DISC income at year’s end from the
immediately preceding year’s accumulated DISC income.
The total number of shares of stock to be considered outstanding for
purposes of this calculation is the number outstanding on each day of the
taxable year. If the number changes during the year, the denominator
will be determined by a ratio: the number of days the shares were out
standing to the total number of days in such taxable year. For example, if
100 shares of stock of a calendar-year DISC were issued on July 1, the
number of shares to be used in the denominator is 50 (183/365 X 100).
E xam ple 1 2 .9 . For its first calendar year (19X 1), D elta Corporation elects to
be taxed as a D ISC . O ne hundred shares o f stock were issued on January 1,
19X1, and 100 shares on July 1, 19X2. T he accumulated D IS C income at the
end o f the taxable year 19X1 is $20,000, and at the end o f 19X2 it is
$35,000. O n December 31, 19X2, shareholder C arlson sells ten shares of
stock and recognizes a gain of $12,500. T he gain will be taxed as follows:

A ccum ulated D IS C income attributable to disposed stock—
19X1 $20,000/100 shares X 10 =
19X2 $15,000/150* shares X 10 =

$ 2,000

Ordinary income
Portion o f gain taxable as capital gains

$ 3,000
9,500

Total recognized gain

$12,500

*150= 100 + (100 X 183/365)

1,000
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Other Provisions for DISCs
Foreign Tax Credit

Because a DISC is treated as a foreign corporation for purposes of the for
eign taxes it pays, deemed-paid foreign tax credits can be taken by the
qualified shareholders of DISCs on both actual and deemed dividends
received from DISCs subject to the separate basket limitation prescribed
in section 904(d).
An important figure in the calculation of the foreign tax credit limi
tation is the amount of foreign taxable income. Section 901(d) provides
that DISC dividends shall be treated as foreign corporation dividends to
the extent such dividends are income from sources outside the United
States. The source rules in section 861(a)(2)(D) provide that DISC divi
dends are considered to be from sources outside the United States to the
extent they are attributable to qualified export receipts. The term quali
fied export receipts carries the same definition as found in section 993(a)(1)
but with some modification to ensure that credits are taken only on
foreign-source income. The following are not included as qualified
export receipts:
1.
2.

3.

Interest received during the taxable year from producer’s loans (sec
tion 995 (b) (1) (A ))
Gains required to be recognized by section 995(b)( 1)(B)—generally,
gains from the sale of property acquired by the DISC in a trans
action not taxable to the party transferring the property to the DISC
Gains required to be recognized by section 995(b)(1)(C)—gener
ally, the recapture of gains from the sale of depreciable property that
would be taxed as ordinary income to the party transferring the
property to the DISC

Consolidated Returns

A corporate shareholder is not allowed a dividends-received deduction
under section 243 in connection with deemed or actual distributions
from a DISC. The rationale for this exception is that the income of the
DISC is not subject to the typical double tax at both the corporate and
the shareholder levels. For this same reason a DISC cannot be included
in a consolidated return. To allow otherwise would be to permit a 100percent dividends-received deduction.
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Tax Returns

Even though a DISC is not subject to tax, it must keep adequate records
to furnish information to the IRS and to the shareholders regarding the
performance of the DISC and other information as required by the
commissioner. Section 6072(b) requires an annual return to be filed by the
DISC on or before the fifteenth day of the ninth month following the end
of its taxable year. The following special forms should be used for DISCs:
1.

2.

3.
4.
5.

Form 1120—DISC, a four-page tax return with schedules provided
for calculation of taxable income and deemed and actual distribu
tions to shareholders
Schedule K—Shareholder’s Statement of IC-DISC Distribution, to
be prepared by the DISC for each shareholder receiving a deemed or
actual distribution from the DISC
Schedule N—Geographic Source of Gross Receipts, a schedule
requiring the DISC to list the country of destination of sales
Schedule P—Intercompany Transfer Price or Commission, a sched
ule to provide required intercompany pricing information
Form 8404—Interest Charge on DISC-Related Deferred Tax Lia
bility, to be prepared to show the interest and deferred tax liability

Former DISC

The term former DISC is seen frequently in the Code sections applicable
to DISCs and is often used in conjunction with the term DISC (DISC or
former DISC). Two potential tax consequences arise from the fact that a
corporation had been a DISC in a former year. One is that the corpora
tion may have some earnings that still must be taxed to the shareholders
(accumulated DISC income). The other is that the corporation may
have some undistributed earnings previously taxed to the shareholders
(previously taxed income) that can be received tax free.

13

Bribe- and BoycottProduced Income
Taxpayers who pay bribes or make other illegal payments under the
Foreign Corrupt Practices Act of 1977 (FCPA) or who participate in or
cooperate with international boycotts lose several benefits that might
otherwise be allowed. These penalties include the denial of the foreign
tax credit (section 908), denial of deferral of international boycott
amounts (section 952(a)(3)), denial of foreign sales corporation (FSC)
benefits (Temp. Treas. Reg. Sec. 1.927(e) = 2T(a)), and denial of domestic
international sales corporation (DISC) benefits (section 995(b)(1)(F)(ii)).
Bribe and boycott provisions were added to the law by the Tax Reform
Act of 1976 as a direct reaction to the publicized bribe scandals and the
blacklisting by Arab countries of U.S. companies doing business with
Israel. In addition to the loss of tax benefits, the FCPA imposes certain
civil and criminal penalties for illegal payments to certain foreign persons.

Bribes
Section 162(c) provides that illegal payments by U.S. taxpayers to U.S.
government officials or employees or to an official or employee of a
4 51
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foreign government if unlawful under FCPA cannot be deducted in com
puting U.S. taxable income. The United States has control over foreign
taxpayers through an adjustment to the earnings-and-profits accounts for
deemed-paid foreign tax credit calculations on dividends paid to a
domestic corporation. In addition, section 952(a)(4) expands the defini
tion of subpart F income to include the sum of the amounts of any illegal
bribes, kickbacks, or other payments within the meaning of section 162(c)
that are paid by, or on behalf of, the corporation, directly or indirectly, to
an official, employee, or agent-in-fact of a government.
Illegal payments are deemed distributions to the DISC shareholders
on the last day of the taxable year of the DISC in which the income is
derived (section 995(b)(1)(F)(iii)). In addition, illegal payments neither
decrease earnings and profits nor increase a deficit (section 964(a)). Two
principal types of payments that are permitted under section 162(c) if
made to a foreign person are illegal if made to a U.S. person. The first is
“grease” payments made to government officials to facilitate routine
administrative actions that are nondiscretionary on their part. Payments
to a customs official to expedite goods through customs are permitted.
The second type of payment is one that is legal under the local law of
the foreign jurisdiction but would violate a U.S. federal law other than
the FCPA.
The definition of illegal payment presents few problems, since the
legal principles are well established. The definition of government official,
employee, or agent-in-fact is not clear. For example, it appears evident that
a bribe to an employee of a corporation that is nationalized would be a
payment to a government employee; if, however, the government owns
50 percent or less of the corporation, the answer is unclear. In addition, a
payment made by an agent of the taxpayer that benefits the taxpayer will
receive similar treatment (Treas. Reg. Sec. 1.162-18(a)(2)).

Boycotts
Section 999 specifies certain activities that constitute participation in
or cooperation with an international boycott. The income related to
these activities is treated as international boycott-related income. The
sanctions imposed for such participation or cooperation are loss of the
foreign tax credit, constructive repatriation of boycott-related income of
foreign corporations, and deemed distributions of boycott-related income
of a DISC.
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Income is boycott-related when a person agrees1 to refrain from the
following actions as a condition of doing business directly or indirectly
within a country or with the government, a company, or a national of
a country:
1.
2.
3.
4.
5.

Doing business with a specified country or with companies or nation
als of that country2
Doing business with other U.S. companies that do business with a
specified country or companies or nationals of that country3
Hiring employees (or having directors) of a particular nationality,
religion, or race4
Doing business with any company whose ownership or management
is made up of individuals of a particular nationality, race, or religion5
Shipping the product on a carrier or insuring that product with a
company that does not observe the above-specified boycott rules6

Income is not boycott related, however, under the following circum
stances: (1) if the taxpayer participates in a boycott that U.S. law or
regulations or an executive order sanctions participation in or cooperation
with, (2) if the taxpayer complies with a prohibition on importing goods
produced in any country that is the object of an international boycott,
and (3) if the taxpayer complies with a prohibition imposed by a country
on the export of products obtained in such country to any country that is
the object of an international boycott (section 999(b)(4)).
Reduction of the Foreign Tax Credit

If a person or a member of a controlled group participates in or cooper
ates with an international boycott during the taxable year, the amount of
credit allowable under section 901 to such person (or sections 902 or 960
to U.S. shareholders) for foreign taxes paid during the year is reduced.
The method of reducing the foreign tax credit depends on whether the
international boycott factor is applied or the reduction is specifically
attributable to taxes and income as provided by section 999(c)(2).
1IRS Notice, Guidelines on International Boycotts, 1978-1 C.B. 521, sec. H.
2Ibid., sec. I.
3Ibid., sec. J.
4Ibid., sec. L.
5Ibid., sec. K.
6Ibid., sec. M.
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If the international boycott factor must be used because income and
taxes cannot be traced to specific operations, the reduction of the foreign
tax credit under section 908 is computed by using the following method:
First, the foreign tax credit is determined under section 901 as if section
908 had not been enacted. Th e section 901 credit also includes sections
902 and 960 credits after the sections 904 and 907 limitations. Second,
the credit is reduced, using the following formula, the components of
which will be explained subsequently.
Reduction o f
credit allowable
under sections 901,
902, or 960
on account of
boycott
activities

=

A m ount of
credit under
section 901
after the
sections 904
and 907
lim itations

International
boycott
factor

X

If a taxpayer is denied any credits under these provisions, a gross-up
under section 78 will not be made, and the taxpayer can deduct those
taxes denied credit (section 908(b)). The foreign tax credit limitation is
not recomputed on account of the deduction of taxes denied credit.
Denial of Deferral of International Boycott Amounts

If a person or a member of a controlled group is a “U.S. shareholder” of a
controlled foreign corporation that participated in, or cooperated with,
an international boycott during the taxable year, subpart F income must
be recognized in an amount equal to the product of the income of the
controlled foreign corporation (other than income included in the gross
income of a U.S. shareholder under section 951 and income effectively
connected with a U.S. trade or business) multiplied by the international
boycott factor (section 952(a)(3)). This formula is expressed algebraically
as follows:
Subpart F income
from boycott
activities

Income o f the
C F C * less section 951
income and section
952(b) income

*CFC = controlled foreign corporation.

X

International
boycott
factor
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Effect of Boycott Activities on FSC or Small-FSC Benefits

If a FSC, small FSC, or any member of the FSC’s controlled group partic
ipates in or cooperates with an international boycott, the FSC’s exempt
foreign trade income is reduced by an amount equal to the product of
the exempt foreign trade income multiplied by the international boycott
factor. A taxpayer who can clearly demonstrate that the income earned
for the taxable year is attributable to specific operations will reduce the
amount specifically attributable to those operations in lieu of using the
international boycott factor (Temp. Treas. Reg. Sec. 1.927(e)-2T)).
Effect of Boycott Activities on DISC Benefits

A DISC that participates in, or cooperates with, an international boy
cott during the taxable year is denied DISC benefits on boycott income.
The shareholders of the DISC must recognize a deemed distribution of
the boycott-connected amount. The deemed distribution is calculated
as follows:
DISC taxable income less:
1.
2.
3.
4.
5.

Interest from producer’s loans
Gains from sale of nonqualified export property
Gains from sale of qualified export property
Fifty percent of the taxable income of the DISC for the year attrib
utable to military property
The taxable income attributable to qualified export receipts that
exceed $10 million

Multiplied by 16/17
Multiplied by the international boycott factor
International Boycott Factor

Section 999(c) defines international boycott factor as a fraction. The
numerator reflects that part of a person’s or a controlled group’s world
wide operations that are associated with an international boycott in that
taxable year. The denominator reflects that person’s or group’s worldwide
operations exclusive of U.S. operations. The boycott factor may be
expressed as follows:
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International
boycott
factor

Total foreign operations
associated with
boycott activities
Total worldwide operations
excluding U .S . operations

Operations associated with boycott activities means (1) operations car
ried on in whole or part in a boycotting country; (2) operations carried
on outside the boycotting country, either for or with the government, a
company, or a national of a country; or (3) operations outside a boy
cotting country with a nonboycotting country if there is reason to know
that specific goods or services produced by the operation are intended for
use in a boycotting country or for the government, a company, or a
national of a boycotting country.7For these purposes, the term operations
encompasses all forms of business or commercial activities whether or
not productive of income. Worldwide operations means operations in
or related to countries other than the United States (section 999(c)(3)).
Three factors are used for computing the international boycott
factor; purchases, sales, and payroll. To determine total foreign opera
tions associated with boycott activities, the sum of the following must
first be made:

1.
2.
3.

Purchases made from all boycotting countries associated in carrying
out a particular international boycott
Sales made to or from all boycotting countries associated in carrying
out a particular international boycott
Payroll paid or accrued for services performed in all boycotting
countries

This sum—less purchases, sales, and payroll attributable to clearly
separate and identifiable operations not associated with a boycott—
constitutes the numerator of the fraction. The denominator of the
fraction is the sum of purchases, sales, and payroll from operations other
than in the United States (Temp. Treas. Reg. Sec. 7.999-1).
Purchases from a boycotting country means the gross amount paid, in a
particular country, in connection with the purchase, use, or right to use
(1) tangible personal property, including money, from a stock of goods

7Ibid., B-1.
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located in that country; (2) intangible property, other than securities, in
that country; (3) securities by a dealer to the beneficial owner who is a
resident of that country if the dealer knows or has reason to know of the
residence; (4) real property located in that country; and (5) services per
formed in that country and their end products, except payroll paid to an
officer or employee of the payor.
Sales made to a boycotting country means the gross receipts from the
sale, exchange, disposition, or use of (1) tangible personal property,
including money, for direct use, consumption, or disposition in that
country; (2) services performed in that country; (3) the end product of
services, wherever performed, for direct use, consumption, or disposition
in that country; (4) intangible property other than securities in that
country; (5) securities by a dealer to a beneficial owner who is a resident
of that country if the dealer knows or has reason to know of the resi
dence; and (6) real property located in that country.
Sales from a boycotting country means the gross receipts from the sale,
exchange, disposition, or use of (1) tangible personal property, including
money, from a stock of goods located in that country; (2) intangible
property other than securities in that country; and (3) services performed
in that country and their end products.
Payroll paid or accrued for services performed in a boycotting country
means the total amount paid or accrued as compensation to officers and
employees for services performed in that country. When applied to a per
son who is a member of a controlled group, the international boycott
factor is computed on a separate company basis by each member of the
controlled group during each member’s own taxable year that ends with
or within the controlled group’s taxable year. If a person is a member of
two or more controlled groups, the purchases, sales, and payroll of that
person and of all other members of the controlled groups must be
included in the numerator and denominator (Temp. Treas. Regs. Secs.
7.999-l(c)(3) and 7.999-l(d)).
Specific Taxes and Income

If a taxpayer demonstrates that the foreign taxes paid and the income
earned for the taxable year are attributable to specific boycott-related
operations, then, in lieu of applying the international boycott factor, the
actual amount of credit disallowed, the additional subpart F income, and
the deemed distribution of DISC income shall be the amount specifically
attributable to the operations under section 999(b)(1) (section 999(c)(2)).
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Reporting Requirements
Any U.S. person (as defined in section 7701(a)(30)) who either claims
the benefit of the foreign tax credit under section 901 or owns stock of a
DISC is required to report under section 999(a) if the following condi
tions exist in or related to a country that is on the list maintained under
section 999(a)(3) or in which the U.S. person has operations while
knowing or having reason to know that such country requires participa
tion in or cooperation with an international boycott:8
1.
2.
3.
4.
5.

It has operations.
It is a member of a controlled group, a member of which has operations.
It is a U.S. shareholder of a foreign corporation that has operations.
It is a partner in a partnership that has operations.
It is treated under section 671 as the owner of a trust that has
operations.

A taxpayer must also report whether he or she, a foreign corporation
of which the taxpayer is a U.S. shareholder, or any member of a controlled
group that includes the taxpayer or the foreign corporation (1) has par
ticipated in or cooperated with an international boycott at any time
during the taxable year or (2) has been requested to participate in or
cooperate with such a boycott and, if so, the nature of any operation in
connection with the request or participation (section 999(a)(2)).
If the person or member of a controlled group participates in or
cooperates with an international boycott in the taxable year, all the
operations of the taxpayer or group in any country that requires such
participation or cooperation will be treated as boycott activities unless
the person can demonstrate that a particular operation is clearly separate
and identifiable from boycott-related operations (section 999(b)(1)).
If such a person willfully fails to report boycott-related operations,
in addition to other penalties provided by law, such person will be fined
not more than $25,000, imprisoned for not more than one year, or both
(section 999(f)).
Member of a Controlled Group

For the purposes of section 993(a)(3), the term controlled group is defined
by section 1563(a), but the phrase “more than 50 percent” is substituted
8Ibid., A-1.
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for the phrase “at least 80 percent.” In general, every member of a con
trolled group of corporations is required to report under section 999(a) if
any member has operations in or related to a boycotting country. There
are two exceptions to this rule. First, a common parent may file a report
on behalf of all the members of a controlled group that join with the
common parent in filing a consolidated income tax return. Second, the
requirement that each member of the controlled group file a report is
waived for those members who satisfy the four requirements in section
A -3 of the guidelines on international boycotts.9
U.S. Shareholder of a Foreign Corporation

A U.S. shareholder is a U.S. person who owns 10 percent or more of the
total combined voting power of all classes of stock entitled to vote in
such corporation (section 951(b)). Each U.S. shareholder must file Form
5713 even if the foreign corporation is not a controlled foreign corpora
t i o n . 10Even if one shareholder of a foreign corporation files Form 5713,
all other U.S. shareholders must file with respect to the activities of that
corporation unless two or more U.S. shareholders of the foreign corpora
tion are included in the same consolidated return. In this case, only one
report need be filed for all U.S. shareholders included in the return.11
Partnerships and Partners

If a partnership has operations in a boycotting country, each partner who
is a U.S. person will generally be required to file Form 5713. If a partner
ship files Form 5713 with its information return and has no operations
for the taxable year that constitute participation in or cooperation with
an international boycott, then the requirement that each partner file
Form 5713 will be waived, provided that each partner has no additional
operations in or related to a boycotting country or with the government,
a company, or a national of a boycotting country.12

9Ibid., A-3.
10Ibid., A-2.
11Ibid., A-4.
12Ibid., A -17.
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Reporting Form 5713

Form 5713, “The International Boycott Report Form,” should be filed in
duplicate by all reporting taxpayers. One copy is filed with the taxpayer’s
tax return, and the other is sent to the IRS service center in
Philadelphia.13 The reports receive the same confidential treatment as
any other information contained in an income tax return.14
List of Countries

Notice 95-4115specified the countries that require or may require partici
pation in or cooperation with an international boycott:
Bahrain
Iraq
Jordan
Kuwait

Lebanon
Libya
Oman
Qatar

Saudi Arabia
Syria
United Arab Emirates
Republic of Yemen

Reason to Know

A person will be deemed to know or have reason to know that a country
requires participation in or cooperation with an international boycott
if that person receives what could be interpreted as an official request
to participate in or cooperate with an international boycott or if that
person knows that others have received such requests. An “official
request” need not come from the government. Whether a request is
interpreted as an official request depends on the facts and circumstances
surrounding it.16
Clearly Separate and Identifiable Operations

If a person or a member of a controlled group enters into an agreement
that constitutes participation in or cooperation with an international
boycott, all operations of that person or group in that country in connec
tion with which the agreement is made and operations in any other
country that requires participation in or cooperation with that boycott
13Ibid., A-7.
14Ibid., A-6.
15IRS Notice 95-41, 1995-28 IRB 5.
16IRS Notice, G u id e lin e s o n In te rn atio n a l

B o y c o tts,

H-4 and H-5.
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will be considered as operations in connection with participation or
cooperation with an international boycott.
The taxpayer may rebut this presumption by demonstrating that a
particular operation is clearly separate and identifiable from the boycottrelated operation and that no boycott agreement was made with respect
to the separate operation.17
The taxpayer can determine what constitutes a clearly separate and
identifiable operation by applying a facts-and-circumstances test. The
following are some of the factors that may be considered:
•
•
•
•
•

The operations are conducted by different corporations, partner
ships, or other business entities.
The operations are supervised by different management personnel.
The operations involve distinctly different products or services.
The operations were undertaken pursuant to separate and distinct
contracts.
The transactions were separately negotiated and performed if the
business operations were not continuous over time.18

Incidental Contact

If business operations provide incidental contacts between the nationals
or business enterprises of boycotting countries and persons from other
countries, an individual’s or corporation’s obligation to report these inci
dental contacts will be waived provided that the contacts satisfy all the
following criteria:

1.
2.
3.
4.
5.

All aspects of the operations contemplated by the parties are carried
on outside a boycotting country.
The operation does not contemplate any agreement that would con
stitute participation in or cooperation with an international boycott.
No request for such an agreement is actually made or received by
any party to the operation.
There is no such agreement in connection with the operation.
The operation does not involve (a) the importation of property,
funds, or services from or produced in a boycotting country (and the

17Ibid., D-1.
18Ibid., D-3.
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individual or corporation does not know or have reason to know
that the property, funds, or services will be used, consumed, or dis
posed of in a boycotting country), or (b) a value of the property,
funds, or services furnished or obtained that exceeds $5,000.
Agreement to Participate in or Cooperate With a Boycott

Entering into a written19 or oral20 contract that includes a provision
requiring such action as described in section 999(b)(3)(A) constitutes
an agreement according to section 999(b)(3). If a person signs a contract
that states the laws of a country will apply to the performance of the
contract and the laws include boycott provisions, such a contract does not
constitute an agreement.21 If, however, the contract states that the person
will comply with the laws, such a contract constitutes an agreement.22
Entering into a written contract that requires participation in boy
cott activities is an agreement even though the person fully abides,
partially abides, or does not abide by the boycott provisions.23

19Ibid.,
20Ibid.,
21Ibid.,
22Ibid.,
23Ibid.,

H-1.
A-6.
H-3.
H-4.
H-18.

14

U.S. Possessions
The economic policies of the United States toward possessions have
historically been favorable and have been specifically directed toward
promoting U.S. trade with its possessions and encouraging business
development in the possessions. Some of these policies are intended to
be influenced by provisions in the Internal Revenue Code, specifically,
sections 931 through 936.
Prior to the Tax Reform Act of 1986, because of various acts, the
local income tax laws of Guam, the Commonwealth of the Northern
Mariana Islands, the U.S. Virgin Islands, and American Samoa mirrored
the income tax laws of the United States.1 In addition, possessions
corporations and certain U.S. corporations of the Virgin Islands were, in
general, effectively tax-exempt. Individuals who satisfied requirements
with respect to possessions income were taxed only on income from U.S.
sources and amounts received in the United States. The possessions of
the United States in which these requirements could be satisfied included
1The Organic Act of 1950 (Guam); Naval Appropriations Act of 1922 (Virgin Islands).
American Samoa generally adopted the Internal Revenue Code even though it has the
power to modify it if it chooses. The Commonwealth of the Northern Mariana Islands
was required to implement a mirror system similar to that in Guam as of January 1, 1985.
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for these purposes Puerto Rico, Guam, American Samoa, Wake Island,
Midway Island, Palmyra, Johnston Island, Jarvis Island, Kingman Reef,
Howland Island, Baker Island, the Northern Mariana Islands, the Virgin
Islands, and other U.S. islands, cays, and reefs that were not part of the
fifty states.
The Tax Reform Act of 1986 modified some of these rules so that Guam,
the Commonwealth of the Northern Mariana Islands, and American
Samoa could develop a tax system more suited to their local revenue and
administrative needs. There was recognition that the Code was designed
primarily for a highly developed U.S. economy and may not be suited for
these island economies. On the other hand, Congress did not believe
that a possession should be free to become a tax haven, and if this occurs,
Congress may again impose the mirror system on the errant possession.
Guam, the Commonwealth of the Northern Mariana Islands, and
American Samoa have authority to tax the income from sources within,
or effectively connected with the conduct of a trade or business within,
of a resident of any of these three possessions as long as an implementing
agreement is in effect between the possession and the United States. The
implementing agreement must provide the following:
1.
2.
3.
4.

The elimination of double taxation of income by the United States
and the possession
The establishment of rules for the prevention of evasion or avoid
ance of U.S. tax
The exchange of information between the possession and the
United States for purposes of tax administration
The resolution of other problems arising in connection with the admin
istration of the tax laws of such possession and the United States

Under current law, for purposes of section 931, the term possession of
the United States now includes only Guam, American Samoa, and the
Northern Mariana Islands (section 931(c)). For corporations qualifying
under section 936, the term possession of the United States includes Puerto
Rico and the Virgin Islands (section 936(d)(1)).
Section 931 prescribes treatment for income from sources within
Guam, American Samoa, or the Northern Mariana Islands. Sections 932
and 934 coordinate United States and Virgin Islands income taxation,
and section 933 prescribes the treatment of income from sources within
Puerto Rico. A possessions corporation receives a tax credit under
section 936.
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An individual benefits from doing business in a possession and satis
fying the provisions of sections 931, 932, or 933 in that gross income
from sources within a possession of the United States is excluded from
gross income for purposes of U.S. taxation. Not only income from
sources within the possession but also income from sources without the
United States will be excluded.
Both individuals and corporations may benefit from the policies of
U.S. possessions, especially Puerto Rico and the U.S. Virgin Islands,
which encourage business development by providing tax and other incen
tives for businesses engaged in specified activities. Puerto Rico, for one,
has enacted several special tax exemption laws, in particular, a com
prehensive incentive program enacted in 1987. This law provides partial
tax exemptions from Puerto Rican taxes and municipal licenses for
periods of ten to twenty-five years for certain industries in desig
nated locations.

Possessions Corporations
Possessions corporations (section 936) are subject, in general, to very low
effective tax rates. A possessions corporation receives a tax credit under
section 936. Subject to either of two alternative limitations, the per
centage limitation and the economic activity limitation, the section 936
credit is allowed on tax attributable to taxable income from (1) sources
without the United States from the active conduct of a trade or business
within a possession, and (2) the sale or exchange of substantially all the
assets used by the taxpayer in the active conduct of a trade or business.
Qualified possession-source investment income is also eligible for the
credit, however unlimited by the percentage limitation or the economic
activity limitation.
Unless an election is made to determine income under one of two
specified regimes (the cost-sharing and profit split methods), a possession
corporation is not entitled to earn a return on intangibles. Shareholders
are deemed to receive U.S.-source income from intangibles that are used
by the possessions corporation. If a shareholder is a foreign person or a
tax-exempt U.S. person, the possessions corporation is taxable on that
shareholder’s pro rata amount of the U.S.-source income from those
intangibles. Income from intangibles does not include a reasonable profit
(as determined by the secretary) on direct and indirect costs.

466

U.S. Tax Aspects of Doing Business Abroad

To qualify for the benefits of section 936, the taxpayer must satisfy
the following requirements: (1) A corporation must be a domestic corpo
ration, (2) eighty percent or more of gross income from the three-year
period preceding the close of the taxable year must be derived from
sources within a possession of the United States, and (3) at least 75 per
cent of gross income for the same period must be derived from the active
conduct of a trade or business within a possession. Amounts received in
the United States, regardless of geographical source, are included in gross
income for purposes of U.S. income taxation unless the amounts
received are from an unrelated person and are attributable to the active
conduct of a trade or business within a possession (section 936(b)).
For these purposes the term possession of the United States includes the
Commonwealth of Puerto Rico and the Virgin Islands.

The Gross Income Test
Section 936(a)(2)(A) requires that 80 percent or more of the gross
income of the domestic corporation, for the three-year period preceding
the close of the taxable year must be derived from sources within a pos
session of the United States, determined without regard to section 904(f),
which prescribes the treatment for the recapture of foreign losses.
For purposes of the 80-percent test, a possession of the United States
also includes the plural, possessions, which under section 936(d)(1) is
Puerto Rico and the Virgin Islands. Income from one possession may be
added to the income from another in determining if 80 percent or more
of gross income is derived from within a possession of the United States.2
Gross income and gross revenues are synonymous when services are
sold.3 Gross income for manufacturing, merchandising, and mining busi
nesses is computed by reducing gross revenues by cost of goods sold (Treas.
Reg. Sec. 1.61-3 (a)). There may be many situations in which determin
ing whether a particular activity is service or manufacturing is critical.
Example 14.1. A domestic corporation doing business in a possession of the
United States has gross revenues of $100,000, of which $80,000 is from
sources within the U.S. possession and $20,000 from other sources. Expenses
related to the $80,000 gross revenues reduce this amount to $30,000. If the
2Rev. Rul. 71-13,1971-1 C.B. 217.
3Rev. Rul. 70-344,1970-2 C.B. 155.
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activity of the corporation is deemed to be services, the taxpayer will satisfy
the 80-percent requirement. If the activity is deemed manufacturing and a pro
rata portion of the $50,000 is allocable to the $80,000 gross receipts to arrive
at gross income, the taxpayer will not satisfy the 80-percent requirement.
Whether a particular activity is service or manufacturing is based on
facts and circumstances. For example, a wholly owned subsidiary that
assembles, inspects for quality, packages, and performs shipping services
to distribution centers in the United States for parts manufactured and
owned by the parent is deemed a service activity and not manufacturing
for gross income determination. Gross income therefore includes gross
revenue derived from the performance of services without reduction for
any expenses incurred in the production of that income.

The Active-Conduct-of-a-Trade-or-Business Test
Section 936(a)(2)(B) requires that 75 percent of gross income must be
derived from the active conduct of a trade or business within a posses
sion. Satisfying the percentage requirement is not as mechanical as
summing passive income, such as investment interest, to determine
whether this sum is more than, equal to, or less than 25 percent of total
gross income. The cases of Frank v. International Canadian Corp.4 and
U.S. Gypsum Co. v. United States,5 although decided under the now
repealed Western Hemisphere trade corporation (WHTC) legislation,
illustrate this point. In International Canadian Corp., the taxpayer, a
wholly owned subsidiary of another domestic corporation, was formed to
take over business previously done by its parent. International had its
own invoices, letterheads, and taxpayer identification number. It main
tained separate books and kept a bank account at a different bank from
its parent’s. In addition, it had a separate audit, filed separate tax returns,
and had officers and directors different from its parent’s. International
also had only one employee. It purchased goods directly from its parent
at a price that was derived from the sum of direct costs, allowable over
head, and a 6 percent profit; and it sold these products at a substantial
markup. The commissioner argued that International was a mere conduit
for income attributable to its parent and that the phrase “active conduct
4308 F.2d 520 (C A -9 ,1962), a f f 'g 6 1-1 U.S.T.C. (CCH) para. 9405 (W.D. Wash. 1961).
5452 F.2d 445 (C A -7 , 1971), a f f 'g , r e v ’g , and r e m ’g 304 F. Supp. 627 (N.D. Ill. 1969).
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of a trade or business” meant that Congress intended to deny the tax
advantages of WHTC status to domestic corporations whose income was
from passive activities, a noncompetitive course of conduct. The com
missioner stressed that although the income was not from investment
activities, it came from noncompetitive activities and International was
therefore inactive or “inert.”
The court rejected this position, stating that the majority of author
ities hold that the active conduct requirement is to disqualify
corporations that are inactive in the sense that they receive investment
income rather than business income.
Th e commissioner was more successful in using similar arguments in
U.S. Gypsum. U.S. Gypsum Export Co., a subsidiary of U.S. Gypsum,
bought gypsum rock from Canadian and other mining subsidiaries and
owned the gypsum rock momentarily as it fell into the hold of a waiting
vessel, where it was sold to U.S. Gypsum. The commissioner argued that
U.S. Gypsum Export Co. did not actively engage in the trade or business
of buying raw materials and selling them to its parent. The posttrial brief
of the government presented the situation another way: “Galileo taught
us from his tower in Pisa that gravity—not Export—caused the gypsum
rock to fall from the conveyor.” The court held that U.S. Gypsum Export
Co. incurred no risk in the purchase and resale of crude gypsum and it
performed no services other than to shift profits and lower taxes.
In comparing the operations of U.S. Gypsum with those of Inter
national Canadian, the court stated that, whereas International earned
its income by performing services. Export performed no services, resolved
no problems such as handling export declarations and customs papers,
incurred no freight charges, and engaged in no genuine business activities.
In summary, to satisfy requirements for the active conduct of a trade
or business, the taxpayer should plan the activities of a corporation so
that it does more than just reduce taxes for the affiliate. Thus, possessions
corporation operations should be separated from the affiliate to as great
an extent as possible as in International Canadian Corp. and be subject to
some risks of business operations.
The criteria necessary to establish whether a corporation passes the
test for active conduct of a trade or business have been discussed previ
ously. In general, the courts have held that a corporation must perform
services other than shifting profits in order to lower taxes. In a ruling, it
was held that dividends received by a parent company from a wholly
owned subsidiary in a possession of the United States were not income
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from the active conduct of a trade or business when the activities of the
parent consisted of the general supervision of the operations of the sub
sidiary without compensation.6 Also, income from purchasing and
holding FHA and VA mortgages to maturity, not integrally related and
substantial in relation to its other income, is not from the active conduct
of a trade or business.7

Distribution to Meet the Qualification
Requirements
If a corporation does not satisfy one or both of the percentage require
ments of section 936(a)(2) as a consequence of the exclusion of intangible
property income included in shareholders’ income, the section 936 cor
poration will be deemed to satisfy these conditions if it makes a pro rata
distribution of property to its shareholders after the close of the year
(section 936(h)(4)(C)). If the 80-percent test of section 936(a)(2)(A)
was not satisfied, the distribution must be equal to the amount that
caused the section 936 corporation to fail the test. If the corporation did
not satisfy the active trade or business requirement of section 936(a)(2)(B),
the distribution must be equal to an amount that caused the corpora
tion to fail this percentage test. If the corporation failed both of these
tests, then an amount that will enable the corporation to satisfy both of
the section 936(a)(2) percentage requirements must be distributed.
Distributions are denied in case of fraud or willful neglect (section
936(b)(4)(C)). A shareholder who is a nonresident alien or a foreign
corporation, trust, or estate that receives a distribution to meet qualifica
tion requirements will be treated as receiving income that is effectively
connected with the conduct of a trade or business conducted through a
permanent establishment within the United States (section 936(h)(4)(B)).

The Three-Year Period
Section 936 requires that the percentage-of-gross-income requirements
must be satisfied “for the three-year period immediately preceding the
close of the taxable year (or for such part of such period immediately
6I.T. 1785,11-2 C.B. 258 (1923).
7Rev. Rul. 76-124, 1976-1, C.B. 203.
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preceding the close of such taxable year as may be applicable).” In sec
tion 936 the three-year period means a period of thirty-six months
immediately preceding the close of the taxable year.
The day on which a corporation commences business in a possession
begins the three-year period provided by section 936(a). It is therefore
feasible to use an existing corporation for section 936 purposes. Since the
day a corporation commences business in a new location is often difficult
to determine, particularly sometime after the fact, care should be taken
to document this date. To avoid this problem, it is normally desirable to
establish a new corporation for operations in a possession that are to
qualify for the credit.

Amounts Received in the United States
Section 936(b) provides that regardless of the source of income, amounts
received in the United States are included in gross income for purposes
of U.S. taxation. Excepted from this treatment is active business income
received from unrelated parties. For nonactive business income, amounts
must be received by the taxpayer or the taxpayer’s agent outside of the
United States to escape the section 936(b) consequences.
The Section 936 Credit

In general, a possessions corporation is allowed a credit under section
936 in the amount of its qualified possession source investment income
and, subject to certain limitations, its active possession business income.
The limitation is determined under one of two methods: the economic
activity limitation and the percentage limitation. These limitations also
apply for purposes of determining the credit with respect to income from
the sale or exchange of the assets used in the possessions business. The
option of which limitation to apply is left to the taxpayer. In order to use
the percentage limitation, a corporation must elect to use that limitation
for the first year beginning after 1993 for which it claims a section 936
credit. Once a possession corporation elects to use the percentage limita
tion, it must continue to compute its section 936 credit under that
limitation for all subsequent taxable years unless the election is revoked.
All affiliated possession corporations must utilize the same alternative
limitation (section 936(a)(4)(B)(iii)). As noted, there is no limitation
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on the section 936 credit that may be taken on qualified possession
source investment income.
Economic Activity Limitation. Under the economic activity limitation, the
credit allowed a possessions corporation against its tax on its business
income in any taxable year may not exceed the sum of the following
three components:

1.
2

3.

Sixty percent of qualified compensation plus the allocable employee
fringe benefit expenses;
An applicable percentage of depreciation deductions claimed for
regular tax purposes by the corporation for the taxable year with
respect to qualified tangible property.
If the corporation does not elect the profit-split method for com
puting its income, a portion of the possession income taxes it incurs
during the taxable year (section 936(a)(4)).

To compute the U.S. tax liability on the active business income of a
possessions corporation selecting the economic activity limitation, the
sum of the three components is subtracted from precredit U.S. income
tax that would be owed if taxable income of the possessions corporation
were grossed up by qualified possession compensation and depreciation
on qualified tangible property. In other words, the credit is determined
under section 936(a)(1) (for example, the tax which is attributable to
the sum of the taxable income from without the United States from a
possession’s trade or business, sale of substantially all of the assets used in
that trade or business and qualified possession source investment
income), and is limited by the section 936(a)(4) amount, that is, a per
centage of qualified possession compensation and depreciation on
qualified tangible property.
Qualified compensation generally is the sum of the aggregate amount
of the possessions corporation’s qualified possession wages, and its allocable
employee fringe benefit expenses for the taxable year. Qualified posses
sion wages are defined as wages paid or incurred by the possessions corporation
during the taxable year to any employee for services performed in a pos
session, but only if the services are performed while the principal place of
employment is within that possession (section 936(i)(1)(A )). The term
wages refers to the Federal Unemployment Tax Act (FUTA) definition
of wages (section 936(i)(1)(D)). Qualified possession wages do not
include any wages paid to employees who are assigned by the employer to
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perform services for another person, unless the employer’s principal trade
or business is providing temporary employees (section 936(i)(1)(C)). The
cumulative amount of wages for each employee that are taken into
account for the taxable year in computing the credit limitation may not
exceed 85 percent of the maximum earnings subject to tax under the
OASDI portion of Social Security (section 936(i)(1)(B)).
Allocable employee fringe benefit expenses are equal to the aggre
gate amount allowable to the possessions corporation as a deduction for
the taxable year multiplied by the following fraction:
A ggregate am ount o f the corporation’s qualified possession wages
Aggregate amount o f the corporation’s wages

The corporation’s allocable employee fringe benefit expenses for the
taxable year cannot exceed 15 percent of the aggregate amount of its
qualified possession wages for that year (section 936(i)(2)(A)). Fringe
benefit expenses that are taken into account for purposes of determining
the credit limitation are as follows:
1.
2.
3.

Employer contributions under a stock bonus, pension, profit sharing,
or annuity plan
Employer provided coverage under any accident or health plan
for employees
The cost of life or disability insurance provided to employees
(section 936(i)(2)(B))

Fringe benefits do not include any amount that is treated as wages.
Depreciation deductions taken into account in determining the eco
nomic activity limitation are as follows:
Depreciation Categories

Percentage Taken
Into Account

Short-life qualified tangible property— 3-year or 5-year
property under section 168(e)

15%

M edium-life qualified tangible property— 7-year or 10-year
property under section 168(e)

40

Long-life qualified tangible property— A ll other qualified
property to which section 168 applies

65

In the case of a possessions corporation that does not elect the profitsplit method, taxes paid or accrued to a possession are also included in
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the economic activity calculation. Possession income taxes paid in excess
of a 9-percent effective rate of tax are not included for purposes of deter
mining the limitation (section 936(i)(3)(A)(ii)). Also, only the portion
of taxes satisfying the effective-rate requirement that are allocable to
nonsheltered income are taken into account. The portion of possession
income taxes allocated to nonsheltered income is determined by com
puting the ratio of two hypothetical U.S. tax amounts. This is done by
multiplying the possession’s income tax by the ratio, the numerator
of which is the tax liability under the “new” section 936 and the denomi
nator of which is the tax liability without the section 936 credit (section
936(i)(3)(A)).
A possessions corporation that utilizes the profit-split method for
determining its income for the taxable year is allowed a deduction for
possession income taxes paid or accrued during that taxable year calcu
lated by multiplying the possession income taxes by the ratio, the numerator
of which is the tax liability under the “new” section 936 and the denomi
nator of which is the tax liability without the section 936 credit (section
936(i)(3)(B)).
Percentage Limitation. Under the percentage limitation, the section 936
credit allowed to a possessions corporation against U.S. tax on income
derived from the active conduct of a possession-based business, or from
the sale of assets used in such business is limited to a specified percentage
of the credit that would otherwise be available. When fully phased in,
the applicable percentage will be 40 percent of the otherwise available
credit. Under the five-year phase in, the applicable percentage is as
follows (section 936(a)(4)(B)(ii)):

Taxable Years Beginning in

Applicable Percentage

1994
1995
1996
1997
1998 and thereafter

60%
55
50
45
40

A taxpayer that utilizes the percentage limitation is permitted a deduc
tion for a portion of its possession income taxes paid or accrued during the
taxable year. The portion of the taxes deductible is the portion allocated
on a pro-rata basis to the corporation’s taxable income computed before
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taking into account any deduction for the possession tax, the tax on which
is not offset by the section 936 credit as a result of the limitation (section
936(a)(4)(B)). Many section 936 corporations are not labor-intensive and
will likely use the percentage limitation. Also, as of 1998, the effective tax
rate on Puerto Rican operation, including the Puerto Rican tollgate tax,
will approach 33 percent.
E xam ple 1 4 .2 . Bravo Corporation is a qualifying possessions corporation

that has elected to use the percentage lim itation. For the year 1998, Bravo
has active business income from its possession-based operations o f $900,000
and qualified possession source investm ent income o f $100,000. Its precredit
U .S . tax on the active business income is $315,000 ($900,000 X 35% ) and
on its qualified possession source investm ent income is $35,000 ($100,000
X 35% ). Bravo also incurred possession income tax o f $50,000. Bravo’s
section 936 credit for the year would be limited to $161,000 ($315,000 X
40% + $35,000), that is, 40 percent o f the pre-limitation credit on the active
business income and the full am ount o f credit on the qualified possession
source investm ent income. A lso, $27,045 ($50,000 X 189,000/350,000)
o f possession tax may be deducted by the possession corporation, reducing
its taxable income to $973,000. T h e $189,000 is the difference between
the prelim itation am ount o f $350,000 and the credit am ount o f $161,000.
Thus, Bravo’s pre-section 936 credit U .S . tax liability is $340,550 ($973,000
X 35% ), and its post-credit U .S . tax liability is $179,550 ($340,550 —
$161,000) (adapted from S. Rept. N o. 36, 103d C ong., 1st Sess. (1993),
p. 307).
E xam ple 1 4 .3 . A lph a Corporation has elected the application o f section
936. It has neither elected the use o f the percentage lim itation nor the
profit-split m ethod for computing its income. A ssum e that A lph a pays cash
wages o f $180,000, o f which $150,000 are qualified possession wages, and
A lp h a m akes pension, accident, health and life insurance paym ents
o f $30,000 with respect to its employees for the taxable year. A lph a is
entitled to $50,000 in depreciation deductions for tangible property in the
3-year or 5-year class and $20,000 in depreciation deductions for long-lived
tangible property. It pays $60,000 in possession income taxes. A lph a has
$1,000,000 of taxable income (taking into account deductions for com pen
sation and depreciation, but not possession taxes) that comprises $900,000
o f active business income, $50,000 of qualified possession source investm ent
income, and $50,000 o f other income.
Before consideration o f the lim itations, A lp h a’s section 936 credit would
be $332,500 (35% o f $950,000), and it would have U .S . tax liability o f
$17,500 (($1,000,000 X 35% ) — $332,500). T h e section 936 credit on the
qualified possession source investm ent income is $17,500 (35% X $50,000).
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T h e remaining $315,000 ($332,500 — $17,500) o f the otherwise allowable
credit is subject to the econom ic activity lim itation.
Since, o f the $180,000 o f wages, $150,000 are qualified possession wages,
$25,000 in fringe benefit expenses (15/18 X $30,000) are potentially
includible in the credit lim itation base. However, allocable fringe benefit
expenses are limited to 15 percent o f qualified possession wages, which in
this case equals $22,500 (15% X $150,000). T h e total o f qualified posses
sion wages and allocable fringe benefit expenses is $172,500 ($150,000 +
$22,500), and the com pensation com ponent o f the credit lim itation base is
$103,500 (60% X $172,500). T h e depreciation com ponent o f the credit
lim itation base is $20,500 (15% X $50,000 + 65% X $20,000). T h e sum of
the com pensation and depreciation components o f the credit lim itation base
is $124,000 ($103,500 + $20,500).
T he $60,000 o f possession income taxes paid by A lph a represents a
6 -percent effective rate o f possession tax ($60,000/$1 m illion). Therefore,
none o f these taxes is disqualified from inclusion in the credit lim itation base
as a result of the 9-percent effective tax rate provision. Only a portion of the
$60,000 that is allocated to the non-sheltered income is includible in the
credit lim itation base. T his portion is determined by comparing the increase
in tax attributable to the com pensation and depreciation components o f the
credit lim itation (as well as the associated denial o f deductibility) to the tax
that A lph a would pay in the absence o f the section 936 credit and the
deductibility denial provision. W ithout the lim itation, A lp h a’s U .S . tax
liability would be $17,500. W ith the lim itation and the denial of deduction
(not considering the possession income tax com ponent o f the credit lim ita
tio n ), A lp h a ’s taxable incom e would be $1 ,0 0 0 ,0 0 0 , plus qualified
com pensation ($103,500) and depreciation ($20,500) yielding $1,124,000.
T h e U .S . tax would be 35% of this amount, or $393,400. T h at amount
would be reduced by (1) the active business section 936 credit ($124,000)
and (2) the qualified possession source investment income credit ($17,500).
Therefore, net U .S . tax liability would be $251,900. Thus, the lim itation
results in an increase in A lph a’s U .S . tax which A lph a would pay in the
absence o f the credit and the deductibility denial provision. T h e tax would
be $350,000 (35% X $1,000,000). T he amount o f possession income taxes
which can be included in the credit lim itation is determined by comparing
the increase in tax attributable to the com pensation and depreciation com 
ponents o f the credit lim itation to the tax that A lph a would pay without
section 936. W ithout the credit, A lp h a’s U .S . tax liability would be $17,500.
W ith the credit lim itation, before considering the possession income tax
com ponent o f the limitation, the section 936 credit on active business
income is $124,000 ($900,000 X 35% = $315,000 but limited to $124,000).
A lph a’s tentative section 936 credit is $141,500 ($124,000 + $17,500). T he
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qualified possession taxes allocable to the nonsheltered income would be

$32,743 ($60,000 x $191,000/$350,000).
A lp h as total credit lim itation base for section 936 purposes is $156,743
($124,000 + $32,743), and its total section 936 credit is $174,243 ($156,743 +
$17,500), where $17,500 is the credit on qualified possession source invest
ment income. A lph a’s U .S . tax liability is $175,757 [($1,000,000 X 35% ) —
$174,243] (adapted from S. R ept. N o. 36, 103d C ong., 1st Sess. (1993),
p. 307).

A corporation that elects section 936 is taxed on worldwide income
but receives a credit subject to either of the two alternative limitations
against U.S. tax on taxable income from the active conduct of a trade or
business within a U.S. possession and from the sale or exchange of sub
stantially all the assets used by the taxpayer in the active conduct of such
a trade or business. There is no economic activity or percentage limita
tion on qualified possession-source investment income. Income from the sale
or exchange of any asset that has a carryover basis from another person
will not be considered qualified taxable income for section 936 credit
purposes unless sections 931, 936, or 957(c) applied during the holding
period by that other person (section 936(d)(3)). In other words, the
qualified income of a corporation receives a tax credit whether or not
any tax is actually paid to the possession. The section 936 credit replaces
the ordinary foreign tax credit under section 901 and any deduction for
income tax paid to the possession. A credit is allowed under section 901
for taxes on the income from outside the possession.
The section 936 credit is allowed against income taxes but, under sec
tion 936(a)(3), is not allowed to be taken as a credit against the following:
1.
2.
3.
4.

Environmental tax (section 59A)
Tax on accumulated earnings (section 531)
Personal holding company tax (section 541)
Taxes related to recoveries of foreign expropriation losses (section 1351)

The Section 936 Election

The corporation must make an election to qualify for the benefits of
section 936. The regulations provide that section 936 is elected by filing
Form 5712 on or before the latter of (1) the date on which the posses
sions corporation is required to file its federal income tax return for the
first taxable year in which the election is made or (2) April 8, 1980.
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Form 5712 is filed with the Internal Revenue Service Center, 11601
Roosevelt Boulevard, Philadelphia, PA 19155 (Treas. Reg. Sec. 1.936-1).
Once the election is made, it remains in effect for ten taxable years: the
taxable year in which the election is made plus nine additional taxable
years during which the domestic corporation satisfies the section 936(a)(2)
requirements. A corporation that has made the election cannot join in
a consolidated return with other related taxpayers (section 1504(b)(4)).
A corporation may wish to terminate a section 936 election if it is incur
ring losses from cessation of operations in a possession, since such losses
might be utilized on a consolidated return and probably not subject to
recapture under section 904(f) if no future income is expected.
The election may be revoked after the ten-year period without con
sent (section 936(e)(2)(B)). It may be revoked before the expiration of
the ten-year period with consent of the secretary (section 936(e)(2)(A)).
Consent is expected to be given only in cases of substantial hardship,
such as changes in business conditions, where no tax avoidance can
result from the revocation of the election.8
Qualified Possession-Source Investment Income

In order that possessions not lose a significant source of capital that is
available, qualified possession-source investment income receives special
treatment, that is, a section 936 credit. Qualified possession-source
investment income means gross investment income less deductions prop
erly apportioned or allocated thereto from sources within the possession
in which the corporation actively conducts a trade or business (section
936(d)(2)(A)). Furthermore, the taxpayer must establish to the satis
faction of the secretary that the funds invested were obtained from the
active conduct of a trade or business within that same possession and
were actively invested in assets in that possession (section 936(d)(2)(B)).
Funds placed with an intermediary are to be treated as invested in that
possession only if it can be shown that the intermediary did not reinvest
the funds outside the possession.9 An investment of qualified funds
described in Treas. Reg. Sec. 1.936-10 will be treated as a qualified
investment of funds for use in Puerto Rico if the funds are used for a
qualified investment in a qualified Caribbean Basin country.
8S. Rep. No. 94-938, 94th Cong., 2d Sess. 258 (1976).
9Ibid., 257.
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A domestic corporation that elects section 936 treatment on interest
on deposits with certain Puerto Rican financial institutions will be treated
as earning qualified possession-source investment income if the interest
(1) qualifies for exemption from Puerto Rican income tax, (2) is from
sources within Puerto Rico, and (3) is (a) from funds earned from the
active conduct of a trade or business in Puerto Rico or (b) from invest
ment of funds derived from the active conduct of a trade or business
(Temp. Treas. Reg. Sec. 7.936-1).
Qualified possession-source income includes interest and dividends
derived after April 17, 1984, by a domestic corporation engaged in the
active conduct of a trade or business in Puerto Rico attributable to
investment in Puerto Rico (for use therein) if the interest or certain divi
dends qualify for exemption from Puerto Rican income tax under certain
regulations issued by the Secretary of the Treasury of Puerto Rico (Prop.
Treas. Reg. Sec. 1.936-3).
Funds treated as derived from the active conduct of a trade or busi
ness in a possession or from investment of such funds in a possession
(qualified funds) include taxable income from sources outside the United
States from the active conduct of a trade or business in the possession and
qualified possession source income. The amount of qualified funds that
may be invested in a possession and give rise to income that is treated as
qualified possession-source investment income is limited to the total
qualified funds for the taxable year and for all prior taxable years that are
not already invested in a possession (Prop. Treas. Reg. Sec. 1.936-3A).
Qualified possession-source investment income also includes certain
investments outside of the possessions. It may include income derived
from loans by qualified financial institutions for the acquisition or con
struction of active business assets and for construction of development
projects located in Caribbean Basin countries. Income derived from
loans approved by the Government Development Bank under regula
tions by the Secretary of the Treasury of Puerto Rico by qualifying
financial institutions may also qualify as qualified possession source
investment income (section 936(d)(4) and Treas. Reg. Sec. 1.936-10).
Dividends From a Possessions Corporation. A domestic corporation
receiving dividends from a qualifying possessions corporation is eligible
for the 70-percent, 80-percent, or 100-percent dividends-received deduc
tion under section 243(b)(1). In the case of the corporation eligible for
the dividends-received deduction, any taxable income received as a divi
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dend from a possessions corporation is foreign-source income, not effec
tively connected income, and is to be included in the computation of the
section 901 foreign tax credit limitation. Foreign taxes paid with respect
to such distributions are not available to the shareholder for credit or
deduction (section 901(g)). These rules apply regardless of when the
earnings from which the dividends were paid were accumulated.
There is also a separate foreign tax credit limitation basket for com
puting the alternative minimum foreign tax credit. This category
includes the portion of dividends received from a possessions corporation
for which the dividends received deduction is disallowed, and is included
in alternative minimum taxable income.
Other Provisions

A corporation may not qualify for section 936 benefits if during the tax
able year it was a domestic international sales corporation (DISC) or
former DISC, foreign international sales corporation (FISC) or former
FISC, or owned stock in a DISC or former DISC or FISC or former FISC
(section 936(f)).
A corporation qualifying for the section 936 credit will not be liable
for the accumulated earnings tax on any income entitled to that credit
(section 936(g)(1)). In addition, the definition of reasonable needs of
the business include assets that produce income eligible for the credit
(section 936(g)(2)).

Tax Treatm ent of Intangible Property Income
Section 936(h) subjects U.S. shareholders of possessions corporations
to tax on section 936 company income that is attributable to intangibles
from the United States, unless the section 936 corporation elects to use
a cost-sharing or profit split method of computing taxable income. The
section 936(h) provision was enacted because of techniques that had
been used by domestic corporations to reduce taxable income by trans
ferring intangible property developed or acquired in the United States
to a possessions corporation. Income earned by such corporations from
the U.S. intangible property was generally free from tax, and in some
cases no allocation of income was made from the possessions corpora
tion to the parent corporation incurring the costs associated with the
intangible property.
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Income Attributable to Shareholders

The intangible property income of a section 936 corporation is required
to be included on a pro rata basis in the gross income of all qualifying
shareholders and to be treated as U.S.-source income (section
936(h)(1)(A)) unless an election is made under section 936(h)(5) to use
the cost-sharing or profit split method of computing taxable income.
Intangible property income means the gross income of a corporation
attributable to any intangible property licensed to a corporation after
1947 and in use by the corporation on September 3, 1982 (section
936(h)(3)). The intangible property income included in the gross income
of a shareholder is excluded from the gross income of the section 936
corporation (section 936(h)(1)(B)). This provision does not apply to
any shareholder who is not a U.S. person or who is not subject to any
income tax on intangible property income (section 936(h)(2)(A)). The
intangible property income not included in the gross income of a nonU.S. shareholder will be treated as income from U.S. sources for the
possessions corporation but will not be taken into account for purposes of
satisfying the percentage tests of section 936(a)(2) (section 936(h)(2)(B)).
Intangible Property

Intangible property means any of the following or any similar items that
have substantial value independent of the services of any individual (sec
tion 936(h)(3)(B)):
1.
2.
3.
4.
5.

Patent, invention, formula, process, design, pattern, or know-how
Copyright or literary, musical, or artistic composition
Trademark, trade name, or brand name
Franchise, license, or contract
Method, program, system, procedure, campaign, survey, study, fore
cast, estimate, customer list, or technical data

Intangible property income does not include a reasonable profit
(1) on direct and indirect costs income from the sale, exchange, or other
disposition of any product or (2) from section 936 corporation income
from rendering services when the secretary determines that such income
is a reasonable profit on the direct and indirect costs incurred by the sec
tion 936 corporation (section 936(h)(3)(C)).
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Related Persons and a Controlled Group of Corporations

For purposes of determining if a person is a related person or if a controlled
group of corporations exists, the following rules apply: (1) A person must
bear a relationship to another person as specified in section 267(b) or sec
tion 707(b)(1) except that a 10-percent ownership requirement applies
instead of a 50-percent one, and section 267(b)(3) applies without
regard to whether the person is a personal holding company or a foreign
personal holding company (FPHC) (section 936(h)(3)(D)); and (2) the
related person and other persons must be members of the same controlled
group of corporations. Controlled group of corporations has the same mean
ing as in section 1563(a) except that the more-than-10-percent rule is
substituted for the 80-percent and 50-percent tests along with other
modifications to section 1563 as specified in section 936(h)(3)(E)(ii).
Intangible Income Election

A section 936 corporation may elect to treat income attributable to
certain intangible property as income eligible for the section 936 credit
under two options, the cost-sharing method and the profit split method.
This election may be made only if the electing corporation has a signifi
cant business presence in a possession with respect to a product or type of
service that utilizes such intangible property. The election remains in
effect only as long as the electing corporation maintains a significant
business presence in a possession with respect to this product or type
of service in a subsequent taxable year; this election is revoked on the
first day of the taxable year this presence is not maintained (section
936(h)(5)(B)).
An election must be made on or before the due date (including
extensions) of the tax return for the electing corporation’s first taxable
year beginning after December 31, 1982. An election may be voluntarily
revoked only with the consent of the secretary; once revoked, a new
election may not be made without the consent of the secretary. All sec
tion 936 affiliates controlled within the meaning of section 482 and
producing products or rendering types of services in the same product
area will be required to elect the same option for that product except
that the method used for bona fide export sales may be different from
that applicable to other sales (section 936(h)(5)(F)).
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Significant Business Presence. A U.S. subsidiary or affiliate operating

in a U.S. possession cannot elect cost sharing or the profit-split method
for a product or type of service unless it has and maintains a significant
business presence in the possession with respect to a particular product or
type of service. This test is intended to require real and significant busi
ness activity in the possession. In addition, for products produced, in
whole or in part, by the possessions corporation, the profit-split method
is available only if the possessions corporation manufactures or produces
the product in the possession within the meaning of section 954.
The significant-business-presence test may be satisfied in several
alternative ways. In the first alternative, the total production costs (other
than direct material costs and certain interest) incurred by the electing
corporation in the possession in producing units of that product sold or
otherwise disposed of during the taxable year by the affiliated group to
members who are not members of the affiliated group are not less than
25 percent of the difference between (1) the gross receipts from sales
or other dispositions during the taxable year by the affiliated group to
persons who are not members of the affiliated group of such units of the
product produced and (2) the direct material costs of the purchase of
materials for such units of that product by all members of the affiliated
group from persons who are not members of the affiliated group (section
936(h)(5)(B)(ii)(I)).
In the second alternative, no less than 65 percent of the direct labor
costs of the affiliated group for units of the product produced during the
taxable year in whole or in part by the electing corporation or for the
type of service rendered by the electing corporation during the taxable
year are incurred by the electing corporation and are compensation for
services performed in the possession (section 936(h)(5)(B)(ii)(II)).
In the third alternative, with respect to purchases and sales by an
electing corporation of all goods not produced in whole or in part by
any member of the affiliated group and sold by the electing corporation
to persons other than members of the affiliated group, no less than
65 percent of the total direct labor costs of the affiliated group in con
nection with all purchases and sales of such goods sold during the taxable
year by such electing corporation are incurred by such corporation and
its compensation for services performed in the possession (section
936(h)(5)(B)(ii)(III)).
In the fourth alternative, no less than 50 percent of the direct labor
costs of the affiliated group for units of the product produced, in whole or
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in part, during the taxable year by the possessions corporation, or for the
type of service rendered by the possessions corporation during the tax
able year, are incurred by the possessions corporation as compensation
for services performed in the possession and the direct labor costs of the
possessions corporation for units of the product produced or the type of
service rendered, plus the base period construction costs are no less than
70 percent of the sum of such base period construction costs and the
direct labor costs of the affiliated group for such units of the product pro
duced or the type of service rendered (Treas. Reg. Sec. 1.936-5(b)(8)).
In the fifth alternative, with respect to start-up operations (that is,
products not produced and types of services not rendered in the posses
sion before September 3, 1982), a transition period is established for the
purpose of satisfying the 25-percent value-added test or the 65-percent
direct labor test. The 25-percent value-added test and 65-percent labor
test need not be satisfied until the third taxable year in which the prod
uct is first sold or the service rendered by the possessions corporation
(Treas. Reg. Sec. 1.936-5(b)(7)). During the transition period, the
applicable percentages for these tests are as follows:
Any Year After 1982

Value-added text
Labor test

1

2

3

10

15

20

35

45

55

If the significant-business-presence test is not satisfied for the prod
uct or type of service within the product area covered by the election, no
intangibles income attributable to that product or type of service will be
eligible for the credit. In general, the figures to be used for these calcula
tions will be those used by the U.S. subsidiary or affiliate operating in a
U.S. possession in their required inventory calculations.
Cost-Sharing Method of Computing Taxable Income

A mainland affiliate will be permitted to transfer certain manufacturing
intangibles to its possessions corporation provided that the possessions
corporation shares, through a cost-sharing payment, in the annual product
area research expenditures of the mainland affiliate and has a significant
business presence in the possession. Satisfying these conditions will deem
the possessions corporation owner of the manufacturing intangibles, and
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it will be entitled to the full returns with respect to its products produced
or services rendered (section 936(h)(5)(C)(i)(lI)).
In addition, manufacturing intangibles developed solely by the
possessions corporation in the possession and owned by it or acquired by
the possessions corporation from an unrelated party will also be treated
as owned by the possessions corporation for purposes of the pricing rules.
Rules similar to those in the section 482 regulations will be provided for
purposes of determining when the possessions corporation will be consid
ered to have developed an intangible. An intangible developed under a
cost-sharing agreement will not qualify as developed solely by the posses
sions corporation. All other intangibles will not be treated as owned by
the possessions corporation (section 936 (h)(5)(C)(i)(II)).
Manufacturing and Nonmanufacturing intangibles. Manufacturing intan
gibles include patents, formulas, processes, designs, patterns, and
know-how related to the products produced or services rendered by the
possessions corporation. Even when nonmanufacturing intangibles
(trademarks, trade names, etc.) are closely associated with a specific
manufacturing intangible, the return on the intangible cannot be
claimed by the possessions corporation.
Cost-Sharing Payment. The cost-sharing payment of the possessions
corporation for research shall not be less than the same proportion of
110 percent of the cost of such product area research that the possession
sales bears to the amount of total sales of the affiliated group, determined
as follows:
Cost-sharing
payment

Possession sales
Worldwide sales in the
same product area

X

110 percent o f product
area research expenditures

In the case of a patent, invention, formula, process, design, pattern, or
know-how that the electing corporation owns, the payment required
cannot be less than what would be required under section 482 or section
367(d)(2)(a)(ii) (the so-called super-royalty provision).
Product-area and product-area research expenditures will be defined
by reference to the three-digit Standard Industrial Classification (SIC)
code or any other system the secretary may prescribe, including the pos
sibility of grouping SIC categories. If the cost-sharing election is made,
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payment of the required amount must be made by the possessions corpo
ration no later than the due date of the tax return for that taxable year
(including extensions). To the extent the payment is not timely, the
required payment is increased by an amount computed by reference to
the interest rate applicable to income tax deficiencies. If the failure to
make a timely payment is due, in whole or in part, to fraud or willful
neglect, the cost-sharing method is deemed revoked as of the first day
of the year to which the payment relates (section 936(h)(5)(C)
(i)(III)(a)).
For U.S. tax purposes, the cost-sharing payment will not result in
additional gross income to the U.S. affiliate or affiliates, but it will
instead reduce the U.S. affiliates’ deductions for product area research
expenditures and, to the extent necessary, other tax deductions (section
936(h)(5)(C)(i)(IV)(a)).
If a foreign country or possession imposes a tax on the cost-sharing
payment, no foreign tax credit or deduction will be allowed for that tax
(section 936(h)(5)(C)(i)(III)(b)). The amount of qualified research
expenses under section 30 will not be reduced by reason of cost sharing
(section 936(h)(5)(C)(i)(III)(c)).
Possession Sales. Possession sales consist of sales of products in the same

product area as the research expenditures, produced in whole or in part
by the possessions corporation, and services rendered and sold by the
possessions corporation to third parties. It also includes (1) sales of prod
ucts produced and (2) services rendered by the possessions corporation
and sold by any U.S. or foreign affiliate to third parties. Interaffiliate sales
are eliminated (section 936(h)(5)(C)(i)(I)(c)).
The term product means an item of property that is the result of a
manufacturing process. It includes component products, integrated prod
ucts, and end product forms (Treas. Reg. Sec. 1.936-5(a)). Total sales
consist of all sales to third parties in the same product area as the
research expenditures by the possessions corporation and all U.S. and
foreign affiliates. For this purpose interaffiliate sales are eliminated (sec
tion 936(h)(5)(C) (i)(I)(d)).
Product Area Research Expenditures. The product area research expendi
tures category is broad and includes direct and indirect expenses and a
proper allowance of amounts expended for (1) the use of manufacturing
intangibles, (2) the performance of research and development by
another person, and (3) the development and purchase of research-and-
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development-related computer software. Product area research expendi
tures will be determined on the basis of the product area for each activity
in which the possessions corporation conducts operations (section
936(h)(5)(C) (i)(I)(a)).
Product area research expenditures are computed on an annual basis
and include those incurred by the possessions corporation and all U.S. and
foreign affiliates. Product area research expenditures incurred solely by the
possessions corporation in a taxable year will be offset against the amount
of the cost-sharing payment required to be made by the possessions corpo
ration for that year. This offset amount, however, excludes amounts paid
directly or indirectly to, or on behalf of, related persons and excludes amounts
paid under any cost-sharing agreement with related persons.
Example 14.4. Carib, Inc. is a wholly owned subsidiary of UB Corporation,
has a section 936 election in effect, and has significant business presence in a
possession. UB and Carib, Inc. have annual product research expenditures of
$120,000 and $13,000, respectively, for product S. Carib has a cost-sharing
agreement with UB and elects to be treated under the cost-sharing provi
sions of section 936. Sales of product S by Carib, Inc. totaled $2.4 million.
Total worldwide sales of product S by all affiliates of UB totaled $14.4 mil
lion. The cost-sharing payment that Carib must make to UB is computed
as follows (using the formula provided in the previous section titled “CostSharing Payment”):

$2,400,000
$14,400,000

X

$120,000 1 X 110% = $22,000

The $22,000 is then reduced by the $13,000 product S research expenditures
incurred solely by Carib for a net cost-sharing payment of $9,000.
Pricing. If the cost-sharing payment is made, the possessions corporation

will be treated as the owner of, and entitled to the full return on, its
manufacturing intangibles covered by this election and connected with
the product produced, in whole or in part, or the type of service rendered
in the possession. The possessions corporation will compute its inter
company price under any of the applicable pricing rules set forth by
Treas. Reg. Sec. 1.482.
Use of the resale price method will not be denied merely because the
U.S. affiliate reseller added more than an insubstantial amount to the
value of the nonmanufacturing intangibles, and any other functions that
add value will be reflected in the resale margin (section 936(h)(5)(C)(i)(IV)(b)).
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The use of the resale price method could be denied for other reasons,
such as when the return on manufacturing intangibles is minor and no
comparable sales can be found for determining an appropriate markup
percentage under the resale price method.
After implementing the rules specified in Treas. Reg. Sec. 1.482,
a cost-plus method may be applied in appropriate cases as long as
an additional profit amount, representing the return on manufactur
ing intangibles covered by this election, is permitted the possessions
corporation.
The IRS will not be precluded from applying section 482 to other
aspects of the intercompany relationship. The regulations under section
482 and other IRS procedures will continue to apply except to the extent
modified by the election.
Profit Split Method of Computing Taxable Income

Section 936 allows an election that provides for a split in income
between the possessions corporation and its U.S. affiliates for products
produced, in whole or in part, in the possession. If an election is made,
the possessions corporation will be entitled to 50 percent of the com
bined taxable income from the sale of products produced or services
rendered in a possession by the possessions corporation and sold to third
parties or foreign affiliates by the possessions corporation or its U.S. affili
ate. The remainder of the combined taxable income for a product will be
allocated to the mainland affiliates. This method is often called the fiftyfifty method (section 936(h)(5)(C) (ii)(I)).
Combined Taxable Income. Combined taxable income is the difference
between the gross receipts from the sale of a product produced, in whole
or in part, in the possession and the total of such costs incurred by the
possessions corporation and its U.S. affiliate. Combined taxable income
is computed on a product-by-product basis (section 936(h)(5)(C)(ii)(II)).
Costs that are treated as related to a product produced, in whole
or in part, in a possession are all direct and indirect expenses, losses,
and other deductions incurred in its production and sale (including mar
keting expenses). Product area research expenditures properly allocable
or apportionable to income from sales of such a product may not be less
than the same proportion of the amount of the share of product area
research, in the product area that includes this product or type of service,
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that this gross income from the product or service bears to the gross
income from all products and types of services within this product area,
produced or rendered, in whole or part, by the electing corporation in a
possession. However, if the possessions corporation would not be
required to share costs under the cost-sharing election (possibly because
of the absence of product area research expenditures) the profit-split
option may still be elected.
The amount of income allocated to the U.S. affiliate under the com
bined taxable income method may exceed the possessions corporation’s
share of the income from the product if the amount of proportionate
product area research expenditures, determined under cost sharing, is in
excess of the amount allocable to the cost-sharing formula. The use of
this formula is not intended to allow a deduction to any U.S. affiliate
that would not otherwise be allowable.
E xam ple 1 4 .5 . A possessions corporation, S, is engaged in the manufacture of
microprocessors. S. obtains a com ponent from a U .S . affiliate, O . S sells its
production to another U .S . affiliate, P, which incorporates the microproces
sors into central processing units (C P U s). P transfers the C P U s to a U .S .
affiliate, Q , which incorporates them into computers for sale to unrelated
customers. S chooses to define the possession product as the C P U s. T he
combined taxable income for the C P U s is computed below on the basis o f
the given production, sales, and cost data:

Production costs (excluding costs o f materials):
1. O ’s costs for the com ponent
2. S ’s costs for the microprocessors
3. P’s costs for the C P U s
4. Q ’s costs for the computers
5. Total (add lines 1 through 4)
6 . Com bined production costs for the C P U s (add
lines 1 through 3)
7. R atio o f production costs for the C P U s
(the possession product) to the production costs
for the computers (the integrated product)
Sales:
8 . Total sales by O to unrelated customers and
foreign affiliates o f computers containing
microprocessors produced by S

75
400
125
150
750
600

0.8

5,000
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9. Sales value o f the C P U s (determined under the
comparable uncontrolled price m ethod o f 1.936-6(a)(2)
question and answer 2 )
Total costs of S (excluding costs o f materials
obtained from U .S . affiliates:
10. Production costs o f S (enter from line 2)
11. M aterials costs (excluding materials obtained from
U .S . affiliates)
12. G eneral and administrative expenses
13. O ther expenses (interest, etc.)
14. Total (add lines 10 through 13)
Research expenses o f the affiliated group allocable
and apportionable to the C P U s:
15. Total sales in the 3-digit S IC code
16. Possession sales (enter from line 9)
17. C o st sharing fraction (divide line 16 by line 15)
18. Research expenses incurred by the affiliated group
in the 3-digit S IC code
19. C o st sharing am ount (multiply line 17 by line 18)
20. Research o f the affiliated group (other than foreign
affiliates allocable and apportionable under
1.861-8(e)(3) to the computers (the integrated product))
21. Research apportionable to the C P U s
(multiply line 20 by line 7 )
22. Enter the greater o f line 19 or line 21
O ther expenses o f the affiliated group
(other than S and foreign affiliates)
allocable or apportionable to the C P U s:
23. M arketing general and administrative, interest
and other expenses o f the affiliated group
(other than S and foreign affiliates) which are
allocable and apportionable to the computers or
to any components thereof
24. Expenses apportionable to the C P U s
(multiply line 23 by line 7)
Com bined taxable income attributable to the C P U s:
25. Com bined taxable income
(line 9 minus lines 1, 3, 14, 22 and 24)
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4,200

400

100
250
250

1,000

8,000
4,200
0.525
600
315

350
280
315

500
400

2,285
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26. Share o f combined taxable income apportioned to S
(50% o f line 25)
Share o f combined taxable income apportioned to U .S .
affiliates o f S.
27. A djustm ent to research expense (Enter the greater
o f zero or line 19 minus line 21)
28. A djusted combined taxable income (line 27 plus line 25)
29. Share o f combined taxable income apportioned to
U .S . affiliates o f S (line 28 less line 26)

1,142.5

35
2,320
1,177.5

(Prop. Treas. Reg. Sec. 1.936-6(b )(1), A -12(iv), exam ple).

Corporations Operating in Puerto Rico
Puerto Rican Tax Benefits

The tax benefits of section 936, coupled with a favorable tax climate,
have made Puerto Rico particularly attractive for various types of busi
ness operations. Puerto Rico has enacted special tax exemptions under
the Tax Incentives Act of 1987. This law includes a partial tax exemp
tion from corporate income and property taxes, a production worker
payroll deduction, deduction of the first $100,000 of profit, special incen
tives for qualified service industries, and special incentives for specific
industrial sectors.
The following are some of the features of this incentives program:
•

The program provides a 90 percent partial tax exemption from cor
porate income and property taxes and a 60 percent exemption from
municipal taxes, for a time period depending on which of the four
industrial zones the firm operates.
Zone

Y ears

H igh developm ent
Interm ediate developm ent
Low developm ent
Vieques & Celebra

10
15

20
25

The program provides for a special 15-percent deduction of produc
tion worker payroll for qualified manufacturing firms. Exempt firms
are able to deduct up to 50 percent of their industrial development
income.

U.S. Possessions

•

•

•

•
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Manufacturing plants under this program that have industrial
development income of less than $500,000 and employ more than
15 persons are allowed a 100-percent tax exemption on the first
$100,000 of such income. Any firm with industrial development
income of less than $100,000 is totally exempt.
A firm has a variety of methods of repatriating accumulated earnings.
First, it can withdraw earnings at any time and incur a tollgate charge
of 10 percent. Second, it can invest 50 percent of its earnings in
a qualified investment for 5 years and repatriate the balance with a
reduced tollgate charge of 5 percent as well as the invested income
after 5 years with a tollgate charge of 5 percent. For investment periods
longer than 5 years, a credit against the tollgate charge is available.
Textile, apparel, leather, and footwear industries receive an addi
tional ten-year exemption of 90 percent of income and 75 percent of
property taxes.
Service units established to provide services outside Puerto Rico
receive a 90-percent tax exemption from corporate and property
taxes and 60-percent exemption from municipal taxes.

The interplay between these industrial incentives and section 936 in
effect results in exceptionally low Puerto Rican and U.S. taxes on the
income of a corporation.
E xam ple 1 4 .6. A dom estic corporation is engaged in the textile industry in

Puerto R ico and is in the period o f a 90-percent exem ption from income
taxes. T h e corporation also satisfies the requirements o f section 936. T he
corporation will pay Puerto R ican taxes on 10 percent o f the income from
the manufacturing activities and will also be, in effect, partially or fully
exem pt from U .S . taxes (1) on income from sources without the U nited
States, (2) on income from the activities within the possession, and (3) on
qualified possession-source investm ent income as long as the income is not
received within the U nited States or is not income from intangibles. In addi
tion to the Puerto Rican taxes on 10 percent o f the income from the m anu
facturing activities, Puerto R ico would levy a withholding tax on income
repatriated to the U nited States, depending on the repatriation conditions.

Intercompany Pricing

Great tax advantages may be gained by shifting income to a domestic
subsidiary of a U.S. corporation doing business in Puerto Rico and quali
fying for section 936 benefits. Tax advantages gained by improper shifting
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of income or expenses will be reversed if an arm’s-length standard is not
used in such transactions. The general guidelines for determining the
arm’s-length standard are covered in the regulations of section 482.
Because of favorable policies toward Puerto Rico, U.S. companies and
their manufacturing affiliates in Puerto Rico are allowed to allocate
income and expenses using the provisions of Rev. Proc. 63-1010 and Rev.
Proc. 68-2211 if they are more beneficial than section 482.
Sales of Products. Rev. Proc. 63-10 establishes guidelines to determine if
a U.S. company and its Puerto Rican affiliate are dealing at arm’s length
when sales of goods are made to the related U.S. company. There are
three situations that require a determination of the proper arm’s-length
price. These situations involve (1) directly applicable independent
prices, (2) independent prices for similar products, and (3) no indepen
dent prices.
The price paid in a transaction between an independent buyer and
seller for the same product under similar circumstances is the best evi
dence of a directly applicable arm’s-length price. If a standard product
is sold in the United States by independent firms, an applicable arm’slength price is the delivered cost to an independent buyer at the same
point to which Puerto Rican products are to be delivered. If the U.S.
company purchases a product from independent firms that it also obtains
from the possessions corporation, the applicable arm’s-length price is the
price paid to independent sellers with adjustments for the differential in
transportation. The price must be realistic in light of quantities and sur
rounding circumstances of the sale.
If directly applicable independent prices are not available, the appli
cable arm’s-length price is an independent price for similar products. If
the product manufactured in Puerto Rico and sold to the U.S. affiliate
differs slightly from other products bought and sold by independent
firms, the arm’s-length price is determined by adjusting the independent
prices to take into account the presence of minor differences.
If there is no similar product manufactured in the United States and
sold independently but it could be manufactured by a U.S. affiliate with
out incurring a loss or could be contracted to a U.S. manufacturer to
produce, the best approximation of an arm’s-length price is the price to
induce independent firms to produce the product in the quantities needed.
101963-1 C.B. 490.
111968-1 C.B. 819.
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Because the arm’s-length price is the cost that would be incurred in the
United States even though the manufacturing might be performed by
the Puerto Rican affiliate at a much lower cost, this provision is beneficial.
Services. The amount that would have been charged for the same or
similar services in independent transactions with unrelated parties under
similar circumstances is the applicable arm’s-length price. If the services
are not part of a trade or business, the arm’s-length charge is equal to
costs or deductions incurred.

Sections 931, 932, and 933
An individual who is a bona fide resident of Guam, American Samoa, or
the Northern Mariana Islands during the entire taxable year is subject to
taxation in the same manner as a U.S. resident, except that gross income
for U.S. tax purposes does not include income derived from sources
within any specified possession and income effectively connected with
the conduct of a trade or business by such individual within any specified
possession (section 931(a)). Deductions (other than personal exemp
tions) and credits allocated and apportioned to the excluded income are
not allowed for U.S. tax purposes. A resident of Guam, American
Samoa, or the Northern Mariana Islands is required to file a U.S. tax return
and pay taxes on income received from sources outside the possessions if
the amount of nonpossession income is greater than minimum-filingrequirement amounts for U.S. taxation. U.S. taxes paid on possessions
income will be covered over to the treasuries of the applicable possession
where the recipient resides, thus providing the possession with the same
amount of revenue it currently receives.
Government Employees

Compensation paid to employees of the United States or a U.S. agency is
not excluded from gross income under section 931 (section 931(d)(1)).
It is not always readily apparent, however, when a person is employed by
an agency of the United States. For example, the government of
American Samoa is considered a U.S. agency.12 Since substantially all
12George

R . B e ll v. C o m m ., 278 F.2d 100 (CA-4, 1960); E. L. D a v is , 30 T.C. 462 (1958);
D a v id H . B u tc h a rt v. U n ite d S ta te s, 151 Ct. Cl. 690, 61-1 U.S.T.C. (CCH) para. 9101

(1961); Rev. Rul. 56-127,1956-1 C.B. 323.
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kindergartens on foreign armed forces installations are now operated as a
part of the Department of Defense Overseas Dependents Education
Program, these kindergartens are integral parts of an agency or instru
mentality of the United States. In addition, U.S. armed forces
exchanges, commissioned and noncommissioned officers’ messes, and
motion picture services are instrumentalities of the United States and
constitute a U.S. agency.13
Income From Sources Within Puerto Rico

A U.S. citizen who is a bona fide resident of Puerto Rico for an entire
taxable year may exclude from gross income for U.S. tax purposes
income from sources within Puerto Rico. Salary received for services as
an employee of the United States or any U.S. agency and income from
sources outside Puerto Rico are subject to U.S. taxation. It will be
recalled that section 931 provides an exclusion on income from sources
within the specified possessions of Guam, American Samoa, or the
Northern Mariana Islands and income effectively connected with the
conduct of trade or business by an individual within that specified posses
sion, while section 933 provides an exclusion on income from sources
within Puerto Rico.
The exclusion of section 933 is available only when the U.S. citizen
has been a resident of Puerto Rico for a full taxable year. A U.S. citizen
who is not a bona fide resident of Puerto Rico for the full taxable year in
which residency is established is not entitled to a partial exclusion
(Treas. Reg. Sec. 1.933-1(a)).
A U.S. citizen who has been a bona fide resident of Puerto Rico
for two years and then changes his or her residency from Puerto Rico is
entitled to an exclusion of gross income from sources within Puerto Rico
attributable to Puerto Rican residency. Income received after the taxable
year Puerto Rican residency is terminated may not be excluded.1
4
E xam ple 1 4 .7 . A U .S . citizen terminated residency in the U nited States and

established residency in Puerto R ico on July 15, 1992. He remained a con
tinuous resident o f Puerto Rico until M arch 31, 1995 (ninety days in 1995),
at which date U .S . residency was reestablished. His yearly salary was $60,000

13Rev. Rul. 54-612, 1954-2 C.B. 169.
14Rev. Rul. 68-7,1968-1 C.B. 345.
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for 1992 and 1993 and $75,000 during 1994 and 1995. A ll income received
during his period o f Puerto R ican residency was from services performed in
Puerto Rico. T h e taxpayer may not exclude any of the $60,000 for 1992. He
may exclude $60,000 for 1993 and $75,000 for 1994. For 1995 the taxpayer
may exclude $18,493 (90/365 X $75,000).

Deductions allocable to or chargeable against excluded gross income
under the provisions of section 933 are not allowed, nor are any credits
allowed. Personal exemptions may be deductible in full, regardless of the
amount excluded from gross income.
E xam ple 1 4 .8 . Taxpayer, a single U .S . citizen with no dependents who satis

fies the provisions o f section 933, had income and deductions o f the
following sources and amounts:

Puerto Rico
U nited States
Personal exem ption

G r o ss Incom e

D eductions

$100,000
30,000

$20,000
5,000
2,450

His taxable income for U .S . tax purposes is as follows:
G ross income
Less
Deductions
$5,000
Personal exem ption
2,450
Taxable income

$30,000

7,450
$22,550

Coordination of U.S. and Virgin Islands Income Taxes

An individual qualifying as a bona fide resident of the Virgin Islands as of
the last day of the taxable year will pay tax to the Virgin Islands under
the mirror system on worldwide income. A Virgin Islands income tax
return is a form that reports all income from all sources and identifies the
source of each item of income. For U.S. income tax purposes, gross
income will not include any amount included in gross income on the
Virgin Islands income tax return (section 932(c)).
A citizen or resident of the United States, not a bona fide Virgin
Islands resident, who derives income from sources within the Virgin
Islands or income effectively connected with a trade or business in the
Virgin Islands, will not be liable to the Virgin Islands for any tax deter
mined under the Virgin Islands “mirror code” (section 932(a)(1)). The
tax liability to the Virgin Islands of such person will be a fraction of the
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U.S. income tax liability. This fraction is the ratio of the adjusted gross
income derived from Virgin Islands sources to worldwide adjusted gross
income (section 932(b)(2)). Identical tax returns will be filed to the
United States and the Virgin Islands, and any amounts of income taxes
paid to the Virgin Islands will be credited against U.S. tax liability (sec
tion 932(a)(2)). Virgin Islands local income taxes are treated as state
and local income taxes and deducted.
When a joint return is filed and only one spouse qualifies as a resi
dent of the Virgin Islands, then residency status of both spouses will be
determined on the basis of the residency of the spouse with the greater
adjusted gross income for the taxable year (section 932(d)).
The Virgin Islands have the authority to reduce or rebate Virgin
Islands taxes on certain income. The authority of the Virgin Islands to
reduce or rebate Virgin Islands tax liability extends to income derived
from sources within the Virgin Islands or effectively connected with the
conduct of a trade or business in the Virgin Islands. No reductions or
rebates can be given on any liability payable to the Virgin Islands by a
citizen or resident of the United States. In addition, no reductions or
rebates may be given for tax liability attributable to income that is
derived from sources outside the United States and that is not effectively
connected with the conduct of a trade or business within the United
States of a foreign corporation that is less than 10 percent owned by U.S.
persons. As for U.S. persons and corporations that are 10 percent or
more owned by U.S. persons, the Virgin Islands can reduce or rebate tax
only on income from Virgin Islands sources or income effectively con
nected with a Virgin Islands trade or business.
Regulations will be issued to prevent abuses that could arise if a
mainland resident moved to the Virgin Islands while owning appreciated
property such as corporate stock or precious metals and sold that prop
erty in the Virgin Islands in an attempt to avoid both U.S. and Virgin
Islands taxes (section 934(B)(4)).

15

Formation,
Reorganization, and
Disposition of Foreign
Corporations
Prior to passage of section 1248 in 1962 and section 112(i) of the 1939
Code (now section 367), a taxpayer could escape U.S. taxation on a
variety of transactions involving the formation, reorganization, or dis
position of a foreign corporation. For example, appreciated assets could
be transferred to a corporation organized in a foreign country in
exchange for stock of the foreign corporation, in a tax-free exchange.
The foreign corporation could then sell any appreciated assets without
the payment of foreign or U.S. taxes. A taxpayer could also organize a
foreign corporation to do business abroad, accumulate profits free from
U.S. taxes, pay taxes at a low foreign effective rate, and then eventually
sell or liquidate the corporation, with the resulting gain taxed at low
U.S. capital gains rates.
Sections 367 and 1248 have a purpose similar to that of subpart F,
that is, to ensure that certain income arising directly or indirectly from
497
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foreign operations will not escape U.S. taxation or will not be subject to
lower taxes than would be paid in comparable domestic operations.
Sections 367 and 1248 serve as a “backstop” for subpart F by providing
that earnings not previously taxed by the United States will be taxed if a
transaction falls under one of these sections. In addition, section 367
provides for immediate recognition of certain realized gains in otherwise
nontaxable exchanges, where subsequently realized gains may not be
subject to U.S. taxation or if the taxpayer has received a U.S. tax benefit
from a prior deduction of foreign losses. The rules of section 367 do not,
however, allow for recognition of loss.
This chapter examines the U.S. tax aspects of forming, reorganizing,
and disposing of stock of a foreign corporation. Significant tax differ
ences may be realized depending on the manner in which the transaction
is effected, ranging from full exemption from current taxation on the
transaction to current taxation of certain ordinary income amounts or
capital gain.

Section 1248
Normally, when a U.S. person sells shares in a corporation, the recog
nized gain is capital in nature. Section 1248, however, requires a U.S.
person selling or exchanging stock in certain foreign corporations to
report a portion of any recognized gain as a dividend. Under section
1248, selling or exchanging stock in a corporation that, at any time dur
ing the five-year period prior to such sale, was a controlled foreign
corporation (C FC ) in which the seller was a “U.S. shareholder” (see
chapter 8) requires that a portion of any recognized gain be treated as
dividend income. The dividend portion is limited to the CFC’s post1962 earnings and profits attributable to the shares sold and generated
while it was a C FC.
Section 1248 also applies to foreign corporation stock “exchanged”
under sections 302 or 331 (that is, taxable redemption and liquidation
transactions), and to domestic corporation stock either sold or so
“exchanged” where the domestic corporation was formed or used princi
pally for holding stock of one or more foreign corporations (section
1248(e)). Section 1248 treatment also includes transfers of stock in
target affiliates that are subject to section 338 (Temp. Treas. Reg. Sec.
1.338-5T(g)).
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A domestic corporation satisfying the stock ownership requirements
in a foreign corporation that distributes, exchanges, or sells such CFC
stock, in a transaction to which sections 311, 336, or 337 apply must
include in gross income an amount equal to the excess of the fair market
value of the CFC stock over the domestic corporation’s adjusted basis in
the CFC stock, to the extent that earnings and profits accumulated in
taxable years beginning after December 31, 1962, are attributed to the
CFC stock (section 1248(f)). Section 1248(f) provides that regulations
may be issued exempting certain transactions. The domestic corporation
need not recognize income if the distribution is to another domestic cor
poration that acquires the distributing corporation’s holding period and
satisfies the section 1248 ownership requirements. In addition, gain need
not be recognized on a section 337 distribution if (1) throughout the
periods that the stock of the foreign corporation was held by the domestic
corporation, all the domestic corporation stock was owned by U.S. per
sons who satisfied the 10-percent stock ownership requirements, and
(2) the general rule of section 1248(a) applies to the proceeds of the sale
and also applies to all transactions of section 1248(e)(1), which deals
with the sale or exchange of stock or a distribution treated as an
exchange of stock under sections 302 or 331 (section 1248(f)(3)).
A transfer at death will not trigger section 1248 treatment. Nor does
section 1248 apply (1) to a distribution under section 303 relating to a
redemption of stock to pay death taxes, (2) to gain relating to receipt of
additional consideration in certain reorganizations to which section 356
applies for exchanges before March 1, 1986, or (3) to any other amounts
that would otherwise be treated as ordinary income, such as dividends
(other than dividends under section 1248(f)), and gains from the sale of
noncapital assets or short-term capital gains (section 1248(g)).
When stock to which section 1248 applies is sold or exchanged and
the taxpayer is permitted to elect the installment method of recognizing
the gain,1income on each installment payment received (or is deemed to
have been received because of the allocable installment indebtedness
rules under section 453C) is deemed to consist of a section 1248 divi
dend until all such dividends are accounted for. Capital gains will not be
recognized until all section 1248 dividend income is recognized (Treas.
Reg. Sec. 1.1248-1(f)).
1Installment treatment is not permitted for stock or securities that are traded on an estab
lished securities market (section 453(j)(2)(A )).
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Earnings and Profits

Dividend income must be recognized to the extent of certain earnings
and profits accumulated for taxable years beginning after December 31,
1962, but not in excess of the fair market value of the stock sold or
exchanged over the basis of such stock in the hands of the transferor
(section 1248(a)(2)). Undistributed earnings and profits of foreign
corporations controlled by the foreign corporation are also included in
the earnings and profits of such foreign corporation. In general, these
earnings and profits are calculated using the same rules applicable to
domestic corporations. Depreciation deductions are imputed at the same
rates as are allowable under the accelerated cost recovery system (ACRS)
rules or modified accelerated cost recovery system rules (MACRS) for
foreign situs property (sections 168(g)(1)(A) and 168(g)(2)).
The following are other exclusions from earnings and profits under
section 1248:
1.

Amounts that have previously been included in the income of a
U.S. shareholder under section 951 (section 1248(d)(1))
2. Gains on the sale or exchange of property pursuant to a section 337
liquidation (section 1248(d)(2))
3. Income effectively connected with a trade or business in the United
States (section 1248(d)(4))
4. Amounts included in gross income under section 1247 (section
1248(d)(5))
5. Income taxed under foreign personal holding company (FPHC) pro
visions (Treas. Reg. Sec. 1.1248-3(e)(3))
6. Amounts that were accumulated during any taxable year beginning
before January 1, 1976, while the foreign corporation was a lessdeveloped-country corporation (LDCC) under section 902(d), in
effect before the Tax Reduction Act of 1975 (section 1248(d)(3))
7. Foreign trade income of a FSC other than foreign trade income that
is nonexempt income or would not be treated as exempt foreign
trade income under section 923 (section 1248(d)(6))
In general, the above adjustments to earnings and profits reduce the
amount of potential dividend because these amounts have been previ
ously taxed to U.S. shareholders.
E xam ple 1 5 .1 . R. Greer, a U .S . citizen, sold his 55-percent interest in R .G .,

Ltd., a foreign corporation, on December 31, 1994- R .G ., Ltd. has been a
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C F C since its inception and was an L D C C during 1969. G reer purchased
5 percent of the voting stock at the beginning of 1968, 10 percent more at
the beginning o f 1969, and an additional 40 percent at the beginning of
1970. R .G ., Ltd.’s earnings and profits are as follows:
1963-1967
$ 45,000
1968
20,000
1969
15,000
1970-1994 250,000
T h e shares were sold for $400,000. G reer’s basis was $70,000 for a real
ized gain o f $330,000. N one o f the earnings and profits for 1963 through
1967 are attributable to G reer’s shares, since he did not own any o f the
voting stock of R .G ., Ltd. during this period. Even though he did not own
10 percent o f the voting stock during 1968, his ownership o f 10 percent or
more of the voting power during 1969 through 1994 requires inclusion o f the
1968 earnings and profits as section 1248(a) dividend income. T h e earnings
and profits for 1969, accumulated while R .G ., Ltd. was an L D C C , are
excluded. T he earnings and profits attributable to Greer’s shares are as follows:
1968
1970-1994

5% X $ 20,000 = $ 1,000
55% x $250,000 = 137,500
$138,500

O f the total gain o f $330,000 realized on the sale o f R .G ., Ltd. stock,
$138,500 is treated as a dividend under section 1248 and $191,500 will be
treated as a long-term capital gain.

In a section 1248 sale or exchange, earnings, and profits include
earnings and profits of subsidiaries of the foreign corporation whose stock
is sold or exchanged in a section 1248 transaction (section 1248(c)(2)),
that were accumulated after December 31, 1962 during periods when the
first-tier corporation was a controlled foreign corporation and the person
subject to section 1248 owned the stock of the first-tier foreign corporation.
Section 1248 earnings and profits are attributable only to stock
owned by a U.S. person who held 10 percent or more of the combined
voting power of all classes of stock entitled to vote at any time during the
five-year period ending on the date of the sale. Ownership is determined
under the rules at section 958. Earnings and profits attributable to the
stock are not taken into account to the extent they exceed the potential
gain related to those shares. Stated differently, section 1248 relates only
to the characterization of a realized gain and has no impact on the
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amount of gain realized. There are two alternative ways of allocating
earnings and profits to shares, the simple case and the complex case.
In the simple case, if certain conditions are satisfied with respect to a
block of stock, the earnings and profits attributable to that block are com
puted and added to the earnings and profits from lower-tier corporations
attributable to that block (Treas. Reg. Sec. 1.1248-2(a)). There are five
conditions that must be satisfied in order to use the simple-case method.
1.

2.
3.
4.

5.

On each day the block of stock was held after December 31, 1962,
the foreign corporation was a CFC and during this time was neither
a foreign personal holding company (defined in section 552) nor a
foreign investment company (defined in section 1246(b)).
The foreign corporation had only one class of stock, and the same
number was outstanding at all times after December 31, 1962.
The foreign corporation was not an LDCC.
The foreign corporation did not pay dividends out of earnings and
profits accumulated after December 31, 1962, to the person who
held the block while the corporation was a CFC.
The foregoing four requirements are satisfied with respect to a lowertier foreign corporation that would be subject to section 1248
treatment if sold or exchanged and if it were a first-tier corporation
(Treas. Reg. Sec. 1.1248-2(c)).

If the foregoing conditions are not satisfied, the rules applicable to
complex cases are used. There are three steps prescribed in the regula
tions for determining the earnings and profits attributable to stock in the
complex case. In the first step, the earnings and profits are calculated
using the rules prescribed in Treas. Reg. Sec. 1.964-1, as adjusted for U.S.
income described in Treas. Reg. Sec. 1.1248-3(b)(2), and adjustments
for dividend distributions described in Treas. Reg. Sec. 1.1248-3(b)(3).
If the stock in the corporation is sold or exchanged before Treas. Reg.
Sec. 1.964-1(c) elections with respect to accounting methods are made,
earnings and profits are calculated as if no elections were made. The sec
ond step requires calculating the person’s ratable share of the lower-tier
corporation’s earnings and profits, if any. In the third step, the amount of
earnings and profits attributable to the share calculated in the first step is
added to the amount calculated in the second step. These calculations
are made on a per-share basis, except that if a group of shares constitutes
a block of stock, the computation may be made with respect to the block.
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E xam ple 1 5 .2 . A U .S . corporation owns 100 percent o f C F C 1, C F C 1 owns

100 percent o f C F C 2 and C F C 2 owns 80 percent of C F C 3 . C F C 3 was
formed as a joint venture on January 1, 1981, with a foreign corporation.
C F C 2 and the foreign corporation each owned 50 percent, and C F C 2 did
not becom e a controlled foreign corporation until January 1, 1985, when
C F C 2 purchased 30 percent of C F C 3 stock from the foreign corporation.
Earnings and profits o f C F C 1, C F C 2 , and C F C 3 are as follows.
Years
Pre-1963
1963-1980
1981-1984
1985-1995

CFC1

CFC2

CFC3

$ 200,000
500,000
400,000
300,000

$170,000
190,000
340,000

0
0
100,000

200,000

150,000

T h e section 1248 amount attributable to the stock that the U .S . corpo
ration owns is $2.05 million computed as follows: T h e $370,000 pre-1963
earnings and profits of C F C 1 and C F C 2 are excluded under section
1248 (c)(2 )(D ). T h e $100,000 earnings and profits o f C F C 3 for 1980-1984
are excluded because C F C 3 was not a controlled foreign corporation during
that time period. O f the $150,000 earnings and profits o f C F C 3 accumulated
in 1985-1995, 80 percent ($120,000) is attributable to the stock owned by
C F C 1. Therefore, the earnings and profits amount attributable to the owner
ship by the U .S . corporation is $2.05 m illion ($500,000 + 190,000 +
4 0 0 ,000 + 340,000 + 300,000 + 200,000 + 120,000). T h e section
1248(c)(2) amount, which only includes the earnings and profits o f lowertier controlled foreign corporations, is $850,000 ($190,000 + 340,000 +

200,000

+

120,000 ).

If a taxpayer sells or exchanges stock in a foreign corporation and
the Commissioner determines that the taxpayer has not established the
amount of earnings and profits of the corporation attributable to the
stock, all of the gain from the sale or exchange will be treated as a divi
dend (Treas. Reg. Sec. 1.1248-7). The taxpayer is considered to have
established the amount of earnings and profits if a schedule is attached
to his or her timely filed income tax return (including extensions) and
the correctness of the schedule is established. The schedule attached
to the taxpayer’s income tax return for the taxable year in which the
stock is sold or exchanged must show the taxpayer’s name, address, and
identifying number. The schedule shall also show the amount of earnings
and profits attributable to the stock and additional information necessary
to support the computation of this amount as required by Treas. Reg.
Sec. 1.1248-7(b).
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Limitation on Tax Applicable to Individuals

Section 1248(b) establishes a limit on the amount of tax applicable to
the dividend amount included in gross income. The tax will not be
greater than the amount by which the shareholder’s pro rata share of
hypothetical tax (U.S. income taxes that would have been paid on the
foreign corporation’s income had it been taxed as a domestic corpora
tion) exceeds the taxes already paid on the earnings and profits, plus the
amount of capital gains tax on the difference between the section 1248
dividend and this excess. The difference between the hypothetical U.S.
tax and foreign taxes is analyzed on a year-by-year basis (Treas. Reg. Sec.
1.1248-4(e)(1)).
E xam ple 15 .3 . J. W illard, a single U .S . citizen with $500,000 taxable income

from various sources, sold his 60-percent interest in W.J., Ltd., a C F C , to
R. Johnson on January 1, 1995, for $3 million. W.J., Ltd. was incorporated by
W illard and Johnson under the laws o f foreign country D in 1980. W illard’s
basis in his 60-percent interest was $50,000. From incorporation until the
date o f sale, W.J., Ltd. had income o f $2,962,000, on which country D levied
a tax of $592,400. Earnings and profits were $2,369,600. T h e hypothetical
U .S . tax was $948,207. N on e o f the income was from U .S . sources or subject
to U .S . taxes, none was subpart F income, and earnings and profits equals
after-tax income.
T h e limit on the taxes W illard must pay under the lim itations o f section
1248(b) is as follows:
Excess o f U .S . hypothetical tax over foreign
taxes paid
W illard’s share o f “excess” U .S . taxes
($355,807 X 60% )
Section 1248 dividend income:
Lesser of
Earnings and profits ($2,369,600 X 60% )
or
G ain on sale o f stock
Dividend under section 1248
Difference between hypothetical U .S . tax and
total taxes actually paid

$ 355,807
$ 213,484

$1,421,760
$2,950,000
$1,421,760
231,484

A m ount taxed as a capital gain
M axim um tax on section 1248(a) dividend:
Difference between hypothetical U .S . tax and
actual foreign and U .S . taxes paid
Tax on capital gains ($1,208,276 X 28% )

$1,208,276

$213,484
338,317
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Lim itation on income tax attributable to section
1248(a) dividend included in gross income
Tax on remaining long-term capital gains
($1,528,240 X 28% )
Total tax on sale o f W. J., Ltd. stock

505

551,801
427,807
$979,708

Sin ce in this case the lim itation am ount is less than the m aximum tax on
the sale o f $990,924 [1,421,760 X 39.6% ) + (1,528,240 X 28% )] that could
possibly apply, the lim itation amount will not apply and the tax is $979,708.
A s the rate differential between capital gains and dividend income becomes
greater, the lim itation may apply.

Section 367
Section 367 provides that in certain types of exchanges that would ordi
narily qualify for nonrecognition treatment if one of the parties is a
foreign corporation, that corporation is not considered to be a corpora
tion for purposes of determining the gain that shall be recognized on the
exchange. Th is hypothetical denial of corporate status to a foreign
corporation renders taxable what would normally be a nontaxable
exchange. For example, a transfer to a corporation controlled by a trans
feror under section 351 is generally a nontaxable exchange. But if the
corporation is deemed not to be a corporation, the transferor will be
required to recognize gain. However, since section 367 applies only to
gains, losses would remain nondeductible, as with a nontaxable exchange.
Section 367 covers five categories of property transfers: (1) outbound
transactions, that is, transfers of property from the United States (section
367(a)); (2) other transfers, including transfers into the United States
and those that are exclusively foreign (section 367(b)); (3) trans
actions treated as exchanges (section 367(c)); (4) transfers of intangibles
(section 367(d)); and (5) section 355 distributions and section 332 liqui
dations. For all these transfers, the secretary of the Treasury has or will
prescribe regulations concerning the treatment of a sale or exchange of
stock or securities in a foreign corporation by a U.S. person and the
circumstances under which (1) gain is recognized currently or amounts
are included in gross income currently as a dividend or both, (2) gain or
other amounts may be deferred from inclusion in the gross income of a
shareholder (or his successor in interest) at a later date, and (3) adjust
ments are to be made to earnings and profits, the basis of stock or secu
rities, and the basis of assets. In addition, in case of any liquidation under
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section 332, except as provided by regulations, sections 337(a) and
337(b)(1) will not apply when the 50-percent distributee is a foreign cor
poration (section 367(e)(2)).
Transfers of Property From the United States

Section 367(a) provides that in any exchange described in sections 332,
351, 354, 356, and 361 when there is a property transfer by a U.S. person
to a foreign corporation, in order to determine how much gain (but not
loss) is recognized on the transfer, a foreign corporation is not considered
to be a corporation. The gain required to be recognized cannot exceed
the gain that would have been recognized on a taxable sale if the assets
were sold individually and without offsetting individual losses against
gains. Losses cannot be recognized under section 367 (Temp. Treas. Reg.
Sec. 1.367(a)-1T(b)(3)). The character of the gain is determined by the
character of the individual assets. If the gain recognized is greater than
the gain on the individual assets (which is possible because an additional
amount of income is required to be recognized because of the recapture
of foreign losses), the limitation is imposed by making proportionate
reductions in the amounts of ordinary income and capital gain, regardless
of the character of gain that would have been recognized on a taxable
sale of the property. The character and source of the gain, is determined
as if the property had been disposed of in a taxable exchange with the
transferee foreign corporation. Earnings and profits, basis, and any other
affected items will be taken into account because of any gain recognized.
(Temp. Treas. Reg. Sec. 1.367(a)-1T(b)(4)).
E xam ple 1 5 .4 . Domestic corporation D C transfers inventory with a fair mar
ket value o f $1 m illion and adjusted basis o f $800,000 to foreign corporation
FC in an exchange for stock o f F C in a section 351 transaction.
Title passes within the U .S . U nder section 36 7 (a), D C is required to
recognize gain o f $200,000 upon the transfer. T his gain is treated as ordinary
income from sources within the U .S . arising from a taxable exchange with
FC. Adjustm ents to earnings and profits, basis, etc., are made as if the trans
fer were subject to section 351.
D C ’s basis in the F C stock received, and F C ’s basis in the transferred
inventory, will each be increased by the $200,000 gain recognized by D C
(Temp. Treas. Reg. Sec. 1.367(a)-1T (b )(4 )(ii), exam ple).

There are several situations in which gain recognition under section
367(a) will not apply because a foreign corporate transferee will be con
sidered to be a corporation: (1) on the transfer of stock or securities of
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a foreign corporation that is a party to the exchange or a party to the
reorganization as defined in section 368(b), (2) on the transfer of prop
erty to a foreign corporation for use by such foreign corporation in the
active conduct of a trade or business outside of the United States, and
(3) on certain other transfers of property (Temp. Treas. Reg. Sec.
1.367(a)-1T(b)(2)).
There is an exception to section 367 for transfers of certain property
to a foreign corporation used in the active conduct of a trade or business
outside the United States. The following assets, however, cannot be
transferred tax free: (1) inventory and copyrights; (2) installment obliga
tions, accounts receivable, or similar property; (3) foreign currency or
other property denominated in foreign currency; (4) intangible property
defined in section 936(h)(3)(B); and (5) property that is leased to some
one other than the transferee (section 367(a)(3)(B)).
Transfers of branch assets to a foreign corporation will trigger gain
to the extent that the branch had losses that were deductible by the tax
payer in excess of any taxable income of the branch, as well as any
recapture of gains under section 904(f), that relates to recharacterizing
foreign source income as U.S. source income for foreign tax credit pur
poses. Income recognized will have the same character as the branch
losses (section 367(a)(3)(C)). Transfers of a partnership interest to a
foreign corporation is treated as a transfer of each person’s pro rata share
of the assets of the partnership (section 367(a)(4)). In addition, the sec
retary may exempt other transactions from gain recognition in order to
carry out the congressional intent of section 367(a) (section 367(a)(5)).
In addition to the more common exchanges described in the fore
going Code section involving a U.S. transferor, transfers of property from
the United States include indirect and constructive transfers, as follows:
1.

A transfer of assets from one domestic corporation to another
domestic corporation in a triangular “A” reorganization is deemed a
section 367(a)(1) transfer if stock of a foreign corporation that
controls one of the domestic corporations is exchanged in the reor
ganization (Temp. Treas. Reg. Sec. 1.367(a)-1T(c)(2)).

2.

A U.S. shareholder of a domestic corporation is deemed to make a
transfer of stock described in section 367(a)(1) if a domestic corpo
ration transfers substantially all of its properties to another domestic
corporation in connection with a triangular reorganization and the
controlling corporation is a foreign corporation (Temp. Treas. Reg.
Sec. 1.367(a)-1T(c)(2)(i)(B)).
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A transfer of stock in a domestic corporation by a U.S. shareholder
in a triangular “A” reorganization is deemed a section 367(a)(1)
transfer when a domestic corporation acquires substantially all of
the properties of another domestic corporation and the controlling
corporation is a foreign corporation (Temp. Treas. Reg. Sec.
1.367(a)-1T (c)(2)(i)(C )).
A U.S. person is deemed to make a transfer that is subject to
section 367(a)(1) if, in connection with a “B” reorganization, a
U.S. person exchanges stock of a domestic corporation for voting
stock of a foreign corporation (Temp. Treas. Reg. Sec. 1.367(a)1T(c)(2)(ii)).
A U.S. shareholder of a domestic corporation is considered to have
made a transfer of stock that is subject to section 367(a)(1) in
a “C ” reorganization when a domestic corporation transfers sub
stantially all of its properties to another domestic corporation and
the domestic corporation receives voting stock in a foreign corpo
ration that is in control of the acquiring corporation and distributes
this stock to its shareholders (Temp. Treas. Reg. Sec. 1.367(a)1T(c)(2)(iii)).
A transfer by a foreign or domestic partnership to a foreign corpo
ration to the extent that the partnership property transferred is
attributable to partnership interests held by one or more U.S. per
sons is considered a transfer to which section 367(a)(1) applies
(Temp. Treas. Reg. Sec. 1.367(a)-1T(c)(3)).
A transfer by a domestic trust or estate to a foreign corporation
is considered a transfer to which section 367(a)(1) applies irre
spective of whether the beneficiaries of the trust or estate are
U.S. persons or foreign persons (Temp. Treas. Reg. Sec. 1.367(a)1T(c)(4)(i)).
A transfer of a portion or all of the assets of a foreign or domestic
trust by a grantor trust to a foreign corporation in an exchange
described in section 367(a)(1) is considered a transfer by a U.S.
person who is treated as owner of any such portion or all the assets
of the trust (Temp. Treas. Reg. Sec. 1.367(a)-1T(c)(4)(ii)).
Section 367(a) applies to the constructive reorganization and
transfer of property from a domestic corporation to a foreign corpo
ration upon the termination of an election under section 1504(d).
The election under section 1504(d) permits treatment of certain
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contiguous country corporations as domestic corporations (Temp.
Treas. Reg. Sec. 1.367(a)-1T(c)(5)).
When a foreign entity is classified as an entity other than an associa
tion taxable as a corporation for U.S. tax purposes, and subsequently
a change is made in the governing documents, articles, or agree
ments of the entity so that the entity is thereafter classified as an
association taxable as a corporation, the change in classification is
considered a transfer of property to a foreign corporation (Temp.
Treas. Reg. Sec. 1.367(a)-1T(c)(6)).
Transfer of property as contributions of capital to a foreign corpo
ration that the transferor controls is treated as an exchange to
which section 367(a)(1) applies (Temp. Treas. Reg. Sec. 1.367
(a)-1T(c)(7)).

Exception for Transfers of Property for Use in the Active Conduct of a Trade
or Business. Section 367(a)(1) does not apply to property transferred to

a foreign corporation if the property is transferred for use by that corpora
tion in the active conduct of a trade or business outside of the United
States and the U.S. person transferring the property complies with the
reporting requirements of section 6038B (Temp. Treas. Reg. Sec.
1.367(a)-2T(a)).
Property qualifies for the exception provided that four factual deter
minations are satisfied: (1) whether the activities of a foreign corporation
constitute a trade or business, (2) whether a trade or business is actively
conducted, (3) whether the foreign corporation conducts a trade or busi
ness outside of the United States, and (4) whether property is used or
held for use in a trade or business (Temp. Treas. Reg. Sec. 1.367(a)2T(b) (2) to (4)).
Property Transferred Not Subject to the Trade or Business Exception.

Regardless of their use in an active trade or business, section 367(a)(1)
applies to the transfer of—
1.

2.

Stock in trade or inventory or property held by the taxpayer primarily
for sale to customers in the ordinary course of a trade or business
(Temp. Treas. Reg. Sec. 1.367(a)-5T(b)(1)).
A copyright; a literary, musical, or artistic composition; or a letter,
memorandum, or similar property held by a taxpayer whose personal
efforts created it or (in the case of a letter, memorandum, or similar
property) a taxpayer for whom such property was prepared or pro-
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duced. In the case of a copyright, letter, etc., described previously, if
a taxpayer must determine the basis of such property for determining
gain from the sale or exchange by reference to the basis of such
property in the hands of the taxpayer who created it or for whom
such property was prepared, then the character of the property must
be similarly determined (Temp. Treas. Reg. Sec. 1.367(a)-5T(b)(2)).
Installment obligations, accounts receivable, or similar property, but
only to the extent that the principal amount of any such obligation
has not previously been included by the taxpayer in its taxable
income (Temp. Treas. Reg. Sec. 1.367(a)-5T(c)).
Foreign currency or other property denominated in foreign currency,
including installment obligations, futures contracts, forward con
tracts, accounts receivable, or any other obligation entitling its
payee to receive payment in a currency other than U.S. dollars
(Temp. Treas. Reg. Sec. 1.367(a)-5T(d)(1)). If transferred property
denominated in a foreign currency is denominated in the currency
in which the transferee foreign corporation is organized and was
acquired in the ordinary course of business of the transferor that will
be carried on by the transferee foreign corporation, then gain recog
nized is limited to the net gains and losses realized on the transfer
of the foreign currency-denominated assets (Temp. Treas. Reg. Sec.
1.367(a)-5T(d)(2) a n d (3)).
Intangible property, unless it constitutes foreign goodwill or goingconcern value (Temp. Treas. Reg. Sec. 1.367(a)-5T(e)).
Tangible property with respect to which the transferor is a lessor at
the time of the transfer unless the transferee was the lessee of the
property at the time of the transfer and the property will not be
leased to third persons, or if the transferee satisfies the active-tradeor-business requirements of Temp. Treas. Reg. Sec. 1.367(a)-4T(c)(1)
or (2) in the case of property to be leased to third persons (Temp.
Treas. Reg. Sec. 1.367(a)-5T(f)).

Transfer of Foreign Branch Assets With Previously Deducted Losses. In

general, when assets are transferred by a foreign branch with previously
deducted losses, such losses must be recaptured by the recognition of
gain realized on the transfer. The term foreign branch means an integral
business operation carried on by a U.S. person outside the United States.
Evidence under the facts and circumstances whether a branch exists
includes (1) the existence of a separate set of books and records and
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(2) the existence of an office or other fixed place of business used by
employees or officers of the U.S. person carrying out business activities
outside the United States. If the activities constitute a permanent estab
lishment under the terms of a treaty under the income tax treaty
between the United States and the country in which the activities are
carried out, this activity will be considered a branch.
If the taxpayer has more than one branch, each branch transferred to
a foreign corporation is treated separately. Previously deducted losses of
one branch may not be offset against the gain required to be recognized
under section 367(a) by income of another branch that is also transferred
to a foreign corporation. Furthermore, losses of one branch are not recap
tured upon the transfer of the assets of a separate branch. A branch is
normally deemed separate from another branch if a particular group of
activities is sufficiently integrated to constitute a single business that
could be operated as a separate enterprise.2 The activities of each of two
domestic corporations outside the United States will be considered to
constitute a single foreign branch if (1) the two corporations are mem
bers of the same consolidated group of corporations and (2) the activities
of the two corporations in the aggregate would constitute a single foreign
branch if conducted by a single corporation. Gains arising in a year in
which that corporation did not file a consolidated return with a second
domestic corporation may be applied to reduce losses of the foreign
branch of the first corporation, but not the previously deducted losses
of a foreign branch of the second corporation, upon the transfer of the
two branches to a foreign corporation. This is the case even if the two
domestic corporations file a consolidated return for the year in which the
transfer occurs and the two branches are considered at that time to con
stitute a single foreign branch (Temp. Treas. Reg. Sec. 1.367(a)-6T(g)(3)).3
If property of a foreign branch is not transferred, this will not be rele
vant to the determination of the previously deducted losses of the branch
subject to recapture. If the activities with respect to untransferred prop
erty constitute part of the branch operations, the losses generated by
those activities are subject to recapture even if some of the branch prop
erty is not transferred (Temp. Treas. Reg. Sec. 1.367(a)-6T(g)(4)).4
2See Rev. Rul. 81-82, 1981-1 C.B. 127.
3See Rev. Rul. 81-89, 1981-1 C.B. 129.
4See Rev. Rul. 80-247, 1980-2 C.B. 129, for the treatment when property was abandoned
by the taxpayer.
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If a U.S. person transfers property of a foreign branch to a domestic
corporation for the principal purpose of avoiding the recognition of gain,
and the domestic corporation thereafter transfers the property of the for
eign branch to a foreign corporation, then the steps in these transactions
will be ignored and the U.S. person will be deemed to have transferred
the property directly to the foreign corporation. A rebuttable principal
purpose to avoid tax is deemed to exist if the property is transferred to
the domestic corporation less than two years prior to the domestic corpo
ration’s transfer of the property to the foreign corporation (Temp. Treas.
Reg. Sec. 1.367(a)-6T(h)).
Losses Must Be Recaptured by the Recognition of Gain Realized on the
Transfer. Regardless of whether the assets of the foreign branch are trans

ferred for use in the active conduct of trade or business outside the
United States, if a U.S. person transfers any assets of a foreign branch
to a foreign corporation in a section 367(a)(1) exchange, gain must be
recognized equal to the sum of the previously deducted branch ordinary
losses (as adjusted) and the sum of the previously deducted branch capi
tal losses (as adjusted).
Character of, and Limitations on, Gain Required to Be Recognized. If a

person transfers property to which section 367(a)(1) gain is recognized,
the amount of gain will not exceed the gain that would have been recog
nized on a taxable sale of those items of property if sold individually and
without offsetting individual losses against individual gains. No losses
are recognized under section 367. If section 367 requires recognition of
gain in excess of the gain on the individual assets, the limitation is
imposed by making proportionate reductions in the amount of ordinary
income and capital gain, regardless of the character of the gain that
would have been recognized on a taxable sale of the property. In addition,
gain realized on the transfer of foreign goodwill and going-concern value
related to the business of the foreign branch, and intangible property
that is an asset of the foreign branch, is taken into account in computing
the limitation on loss recapture (Temp. Treas. Reg. Sec. 1.367(a)-6T(c)).
Previously Deducted Losses. The previously deducted branch ordinary

losses for each branch are the total ordinary loss and the total capital loss
that were realized by the branch in that taxable year prior to the transfer
and that were reflected on the U.S. income tax return of the transferor.
The previously deducted branch ordinary loss for each branch loss year
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is reduced by expired net ordinary loss, and the previously deducted capi
tal loss for each loss year is reduced by expired net capital losses.
For each branch loss year, the remaining previously deducted branch
ordinary loss and the remaining previously deducted capital loss are then
reduced, on a LIFO basis, to reflect expired foreign tax credits and invest
ment tax credits (Temp. Treas. Reg. Sec. 1.367(a)-6T(d)(1)).
An expired net ordinary loss exists with respect to a branch loss year
to the extent that (1) the transferor incurred a net operating loss that
was available for carryback to the branch loss year that has neither given
rise to a net operating loss deduction for any taxable year of the transfer
nor given rise to a reduction of any previously deducted branch ordinary
loss of any foreign branch of the transferor upon a previous transfer to a
foreign corporation and (2) the period during which the transferor may
claim the net operating loss deduction for that net operating loss has
expired (Temp. Treas. Reg. Sec. 1.367(a)-6T(d)(2)). Expired net capital
losses arising in years other than the branch loss year reduce the previ
ously deducted branch capital loss for the branch loss year only to the
extent that the previously deducted branch capital loss exceeds the net
capital loss, if any, incurred by the transferor in the branch loss year on a
LIFO basis (Temp. Treas. Reg. Sec. 1.367(a)-6T(d)(3)). For each branch
loss year, expired foreign tax credit loss equivalents are applied to reduce
the previously deducted branch loss for that year in the order in which
the expired foreign tax credits arose. A foreign tax credit loss equivalent
exists with respect to a branch loss year if (1) the transferor paid,
accrued, or is deemed under section 902 or 960 to have paid creditable
foreign taxes in a taxable year; (2) the creditable foreign taxes were paid,
accrued, or deemed paid in the branch loss year or were available for
carryover to the branch loss year; (3) the credits, which are expired,
could not be taken at the time they arose because of a foreign tax credit
limitation; and (4) the taxes have not given rise to a reduction of any
previously deducted branch loss of the foreign branch for a prior taxable
year or of any previously deducted branch losses of any foreign branch
of the transferor upon a prior transfer to a foreign corporation (see Temp.
Treas. Reg. Sec. 1.367(a)-6T(f)(i) for a comprehensive example of these
principles).
For each branch loss year, expired investment credit loss equivalents
are applied to reduce the previously deducted branch loss for that year in
the order in which the expired investment credits were earned. An
investment credit loss equivalent exists with respect to a branch loss year
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if (1) the transferor earned an investment credit in a taxable year, (2) the
investment credit was earned in the branch loss year or was available for
carryback to the branch loss year, and (3) the utilization of the invest
ment credit has been denied and has expired. The amount of the
investment tax credit loss equivalent is 85 percent of the investment
credit divided by the transferor’s highest tax rate in the loss year (Temp.
Treas. Reg. Sec. 1.367(a)-6T(d)(5)).
There are five amounts that reduce the sum of the previously deducted
branch ordinary and capital losses before recognition of gain is required
because of previously deducted branch losses: (1) taxable income of the
foreign branch recognized through the close of the taxable year of the trans
fer, (2) amounts recaptured under section 904(f)(3) on account of the
transfer, (3) gain recognized under section 367(a), (4) amounts previ
ously recaptured under section 904(f)(3), and (5) amounts previously
recognized under section 367.
E xam ple 1 5 .5 . X, a U .S . corporation, is a calendar year taxpayer. O n Janu 

ary 1, 1989, X established a branch in foreign country A to manufacture and
sell X ’s products in country A . O n July 1, 1994, X organized corporation Y, a
country A subsidiary, and transferred to Y all o f the assets o f its country A
branch, including goodwill and going concern value. During the period from
January 1, 1989, through July 1, 1994, X ’s country A branch earned income
and incurred losses in the following amounts:
Country A Branch

Year

Ordinary Income (Loss)

Capital G ain (Loss)

1989
1990
1991
1992
1993
1994

(2 0 0 )
(300)
(400)

( 100)

200
( 100)

50

0

0
0
0
0

A t the time o f the transfer o f X ’s country A branch assets to Y, those
assets had a fair market value o f $2,500 and an adjusted basis of $1,000. For
each of the assets, fair market value exceeded adjusted basis. X had no net
capital loss or unused investm ent credit during any taxable year relevant to
the transfer. In 1992, X incurred a net operating loss o f $400, $200 o f which
was carried back to prior years. A n additional $50 o f the 1992 net operating
loss was carried over to 1993. T h e remaining $150 of the 1992 net operating
loss was not used in any year prior to the transfer. In 1987, X paid creditable
foreign taxes of $330 that could not be claim ed as a credit in that year or any
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earlier year because o f section 904. O f those foreign taxes, $100 were carried
over and claim ed as a credit in 1991, but the remaining $230 were not used
in any year prior to the transfer. X was not required to recognize any gain
under section 90 4 (f) (3) on account o f the 1994 transfer or any prior transfer.
X was not required to recognize gain upon the transfer under section 367(a).
T h e previously deducted losses o f X ’s country A branch are $575 o f ordi
nary losses and $25 o f capital losses, computed as follows. Initially, the
branch has previously deducted ordinary losses o f $1,000 ($200 + $300 +
$400 + $ 10 0 ), and previously deducted capital losses o f $ 1 0 0 .
There are no reductions for expired net ordinary losses or expired net
capital losses. However, the previously deducted losses are reduced proceed
ing from the first branch loss year to the last branch loss year to reflect the
expired foreign tax credit from 1987. T h e amount o f the foreign tax credit
loss equivalent with respect to 1989 is $676 ($230/.34). It reduces the previ
ously deducted losses for 1989 from $200 to $0, for 1990 ordinary loss of
$300 to $0 and capital loss from $100 to $0, and for 1991 from $400 to $324.
(Based on Temp. Treas. Reg. Sec. 1.367(a)-6 T (e)(b ), exam ple).

Transfers of Stock or Securities to Foreign Corporations

In general, if one or more United States persons transfer foreign stock
or securities to a foreign corporation, the transfer will not be subject to
section 367(a)(1), if each United States transferor that obtains a five
percent or greater interest in the transferee foreign corporation enters
into a 5- or 10-year gain recognition agreement, depending on the
amount of stock received by all United States transferors in the trans
feree foreign corporation. If one or more United States persons transfers
stock or securities of a domestic corporation to a foreign corporation, the
transfer will not be subject to section 367(a)(1), provided appropriate
gain recognition agreements have been entered into, but only if no
single United States person (applying attribution rules) owns in the
aggregate more than 50 percent of either the total voting power or the
total value of the stock of the transferee foreign corporation (Prop. Treas.
Reg. Sec. 1.367(a)-3).
Other Transfers

Section 367(b) provides that in the case of any exchange described in
sections 332, 351, 354, 355, 356, or 361 that is not an outbound trans
action, a foreign corporation will be considered a corporation except to
the extent provided in the regulations. These transactions fall into three
principal categories; liquidations, reorganizations, and section 1504(d)
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elections. The liquidation transactions include a foreign corporation
liquidated into a domestic parent and a foreign corporation liquidated
into a foreign parent. There are numerous forms of qualifying reorganiza
tions, the tax consequences of which turn on the identity of the
exchanging shareholder (U.S. or foreign) and the character of the stock
received (U.S. corporation, CFC, or a foreign corporation that is not a
C FC ). An election by a domestic corporation under section 1504(d) to
treat a corporation organized under the laws of a contiguous foreign cor
poration as a domestic corporation is considered a section 367(b) transfer.
A person who is required by section 6012 to file an income tax
return and who realized gain or other income for an exchange to which
section 367(b) applies must file a notice of the exchange on or before
the last day for filing a federal income tax return (including extensions)
for the taxable year in which the gain or other income is realized. The
notice must be filed with the appropriate district director. The informa
tion required in the notice is described in Temp. Treas. Reg. Sec.
7.367(b)-1(c)(2).
Earnings and Profits

Among the items of information required to be filed with the notice to
the appropriate district director is a statement that describes any amount
of earnings and profits attributable to stock owned by any U.S. person
(Temp. Treas. Reg. Sec. 7.367(b)-1(c)(2)(v)), and any corporation whose
earnings and profits are required to be adjusted must keep records ade
quate to establish the adjustment (Temp. Treas. Reg. Sec. 7.367(b)-(1)(d)).
The following breakdown of the earnings and profits account may
be necessary.
Section 1246 Amount. In the case of an exchange of stock in a foreign

investment company, the term section 1246 amount means the earnings
and profits of the foreign investment company that would have been
attributable under section 1246 to the stock exchanged if the stock had
been sold in a transaction to which section 1246 applied (Temp. Treas.
Reg. Sec. 7.367(b)-2(c)).
Section 1248 Amount. The term section 1248 amount with respect to
stock in a foreign corporation means the net positive earnings and profits
(if any) that would have been attributable to such stock and includable
in income as a dividend under section 1248 and the regulations under
that section if the stock were sold by the shareholder (Prop. Treas. Reg.
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Sec. 1.367(b)-2(c)).
E xam ple 1 5 .6 . FX is a foreign (and foreign-owned) corporation that owns

100 percent o f the stock o f FY, also a foreign corporation. FY owns 60 per
cent o f the stock o f FZ, also a foreign corporation. T h e other 40 percent of
FZ’s stock is owned by unrelated foreign individuals. O n January 1, 1992,
D A , a dom estic corporation, purchases 60 percent o f FY’s stock from FX. O n
January 1, 1993, FY purchases the FZ stock that it did not previously own.
O n January 1, 1994, FY exchanges all o f the stock o f FZ in a transaction that
requires FY to include in its income the section 1248 amount with respect to
the FZ stock. For purposes o f determining the section 1248 am ount in this
exchange, FY must compute the am ount of FZ’s earnings and profits that
would have been included in FY’s income if FY were a U nited States person
that sold the stock on January 1, 1994. For this purpose, however, FY will not
be treated as a U nited States person in determining the period during which
FZ was a controlled foreign corporation (C F C ). Thus, FZ will not be consid
ered to be a C F C prior to FY’s purchase o f FZ stock on January 1, 1993 (the
event that caused FZ to become an actual C F C under section 957).
Moreover, earnings and profits o f FZ will only be included in FY’s section
1248 amount if accumulated during the period o f D A’s indirect ownership in
FZ (Prop. Treas. Reg. Sec. 1.367(b)-2(c), exam ple).

Section 1248(c)(2) Amount. In the case of an exchange of stock in a lowertier foreign corporation to which section 367(b) applies and that is made
by another foreign corporation, the term section 1248(c)(2) amount means
the earnings and profits or deficits in earnings and profits attributable
under section 1248(c)(2) to the stock of the foreign corporation exchanged
(Temp. Treas. Reg. Sec. 7.367(b)-2(e)).
All Earnings and Profits Amount. The term all earnings and profits amount
with respect to stock in a foreign corporation means the net positive
earnings and profits (if any) and attributable to the stock. The all earn
ings and profits amount must be determined without regard to the
amount of gain that would be realized on a sale or exchange of the stock
of the foreign corporation. The earnings and profits of a foreign corpora
tion for any taxable year are determined according to principles
substantially similar to those applicable to domestic corporations (Prop.
Treas. Reg. Sec. 1.367(b)-2(d)).
Additional-Earnings-and-Profits Amount. The term additional-earnings-andprofits amount means the earnings and profits, or deficits, for taxable years
beginning before January 1, 1963, that are attributable under section
1248(d). The determination is made as if there was no distinction
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between earnings and profits accumulated before and after December 31,
1962 (Temp. Treas. Reg. Sec. 7.367(b)-2(g)).
E xam ple 1 5 .7 . P, a dom estic corporation, owns 100 percent of the stock of
F 1, a foreign corporation. F 1 owns 80 percent o f the stock of F2, a foreign
corporation. F 1 acquired a 60-percent interest in F2 when F2 was formed in
1960 and an additional 20 percent on January 1, 1972. T h e earnings and
profits o f F 1 and F2 are as follows:
Earnings and Profits

Taxable years beginning before January 1, 1963
Taxable years beginning after December 31, 1963,
but before January 1, 1972
Taxable years beginning after December 31, 1971

F1

F2

$ 60,000

$18,000

140,000
115,000

29,000
3 6 ,000

T h e section 1248 amount, the all-earnings-and-profits amount, and the
additional-earnings-and-profits am ount are as follows:
FI
Section 1248 amount
Section 1248(c)(2) amount
A ll-earnings-and-profits amount
A dditional-earnings-and-profits amount

$ 3 0 1 ,2 0 0 *
N /A
315,000‡
60,000

F2
N /A
$46,200†
57,000§
10,800||

*$140,000 + $115,000 + (60% X $29,000) + (80% X $36,000) = $301,200 (Temp. Treas.
Reg. Sec. 7.367(b)-2(d)).
t(60% X $29,000 + (80% X $36,000) = $46,200 (Temp. Treas. Reg. Sec.
7.367(b)-2(e)).
‡$60,000 + $140,000 + $115,000 = $315,000 (Temp. Treas. Reg. Sec. 7.367(b)-2(f)).
§(60% X $18,000) + (60% X $29,000) + (80% X $36,000) = $57,000 (Temp. Treas. Reg.
Sec. 7.367(b)-2(f)).
||(60% X $18,000) = $10,800 (Temp. Treas. Reg. Sec. 7.367(b)-2(g)).

Complete Liquidation of a Foreign Corporation
Liquidation Into a Foreign Parent. When a foreign subsidiary is liquidated

into a foreign parent, the regulations provide for no immediate tax liabil
ity and the foreign transferee corporation will be treated as a corporation
for purposes of section 332 (Temp. Treas. Reg. Sec. 7.367(b)-5(c)).
E xam ple 1 5 .8 . F, F 1, and F2 are foreign corporations that were organized

on January 1, 1960. A t all times since this date, A , a dom estic corporation,
has owned 100 percent o f the outstanding stock in F, F has owned 100 per
cent o f the outstanding stock in F 1, and F 1 has owned 100 percent o f the
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outstanding stock in F2. For each taxable year since organization, F, F 1, and
F2 each has earnings and profits o f $1,000. O n January 1, 1994, F 1 is liqui
dated into F in a section 332 exchange. U nder section 3 8 1 (a )(1 ) F succeeds
to F 1’s earnings and profits o f $34,000. These earnings and profits retain
their character as pre-1963 ($3,000) and post-1962 ($31,000) earnings and
profits. F’s basis in the stock in F2 and other assets received in the liquidating
distribution is determined under section 3 3 4 (b )(1 ) (Based on Temp. Treas.
Reg. Sec. 7.367(b)(13), exam ple ( 1 )).

Liquidation Into a Domestic Parent. When a foreign corporation is liqui

dated into a domestic parent, the regulations require the domestic parent
to include in gross income its pro rata share of the all-earnings-andprofits amount attributable to its ownership of the stock in the foreign
corporation (Temp. Treas. Reg. Sec. 7.367(b)-5(b)). In this case the for
eign tax credit provisions will be applied as if the earnings and profits
were distributed as a dividend by the foreign corporation to the domestic
parent immediately before the liquidation (Temp. Treas. Reg. Sec.
7.367(b)-3(f)). Under Temp. Treas. Reg. Sec. 7.367(b)-3(d), a domestic
corporate taxpayer may elect to have earnings and profits that were accu
mulated while the CFC was an LDCC taxed as a capital gain instead of
as dividend income, which could result in a reduced tax liability when
the effective foreign tax rate on the earnings and profits is low.
Otherwise, the domestic corporate shareholder must include in gross
income the all-earnings-and-profits amount without the benefit of the
section 1248(d)(3) exclusion (Temp. Treas. Reg. Sec. 7.367(b)-3(d)).
E xam ple 15.9. U sing the facts from exam ple 15.8, assume that on January 1,

1995, F is liquidated into A in a section 332 exchange. F has earnings and
profits in the tax year 1994 o f $1,000 and F’s basis in its assets is $50,000.
T h e all-earnings-and-profits amount o f A with respect to F is $69,000. T his
amount includes $34,000 o f the earnings and profits o f F 1 to which F
succeeded under section 3 8 1 (a )(1 ) and the $35,000 actually accumulated
during the taxable years of F. It does not include the $35,000 of earnings
and profits o f F2. A includes in gross income as a dividend for 1995 the allearnings-and-profits amount o f $69,000 (Based on Temp. Treas. Reg. Sec.
7.367(b)-13, exam ple (2 )(b )).

Reorganizations

Another section 367(b) exchange occurs if the exchange is described in
section 354 or 356 and is a “B,” “C ,” “D,” “E,” “F,” or “G ” reorganization
and the exchanging shareholder is either a U.S. shareholder or a foreign
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corporation having a U.S. shareholder who is also a U.S. shareholder of
the corporation whose stock is exchanged.
If an exchanging shareholder receives stock of a domestic corpora
tion, stock of a foreign corporation that is not a CFC, or stock of a CFC
as to which the exchanging U.S. shareholder is not a U.S. shareholder,
then the exchanging U.S. shareholder must include in income the sec
tion 1248 amount attributable to the stock exchanged or the post-1962
lower-tier earnings and pre-1963 earnings and profits are added to the
earnings and profits of the exchanging foreign parent corporation com
puted as if all the stock of the corporation whose stock is exchanged is
owned by a U.S. shareholder (Treas. Reg. Sec. 1.367(b)-7(ii)). For
exchanges beginning after March 3, 1989, if the stock received is of the
type above, then the foreign corporation whose stock is received will be
considered a foreign corporation for purposes of section 354 or 356. The
amount added to (or deducted from) earnings and profits of the exchang
ing foreign corporation increases (or decreases) the basis of stock
received by the exchanging shareholder. Any increase in basis attribut
able to the section 1248(c)(2) amount may be made only if all U.S.
shareholders agree to treat that amount as a consent dividend (Temp.
Treas. Reg. Sec. 7.367(b)-7(c)(1)(iv)).
E xam ple 1 5 .1 0 . A U .S . parent corporation (U S P ) owns all o f the stock of

a foreign corporation (C F C 1), which in turn owns all o f the stock o f a sec
ond foreign corporation (C F C 2 ), which in turn owns all o f the stock o f a
third foreign corporation (C F C 3 ). U S P also owns all o f the stock o f a U .S .
subsidiary (Subsidiary). C F C 2 and C F C 3 have accumulated earnings and
profits or accumulated deficits in earnings and profits. Subsidiary acquires all
o f the stock o f C F C 2 from C F C 1 in exchange for stock o f Subsidiary in a
reorganization described in section 3 6 8 (a )(1 )(B ). C F C 1 will not recognize
gain on the exchange. Moreover, C F C 2 ’s and C F C 3 ’s accumulated earnings
and profits or accumulated deficits in earnings and profits will remain in
C F C 2 and C F C 3, respectively, and will not be added to the earnings and
profits or deficits in earnings and profits o f C F C 1 (Treas. Reg. Sec. 1.367(b)-7,
exam ple ( 1 )).

A U.S. person must include in gross income the all-earnings-andprofits amount if, pursuant to a “C ,” “D,” or “F” reorganization, assets of
a foreign corporation are acquired by a domestic corporation and the
exchanging U.S. person is a domestic corporation that receives stock of a
domestic corporation in exchange for its stock in the acquired corpora
tion (Temp. Treas. Reg. Sec. 7.367(b)-7(c)(2)).
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Temp. Treas. Reg. Sec. 7.367(b)-4 prescribes the treatment of certain
exchanges described in more than one Code provision. It provides that
the “B” reorganization provision overrides section 351 or 361 in an over
lap situation where the exchanging U.S. person controls the foreign
transferee corporation. If an exchange of stock in a foreign corporation
through reorganization is described in both sections 354 and 1036, it will
generally be treated under section 1036. An “F” reorganization is treated
as an outbound transfer, and no ruling or toll charge is required.5
Conversion of a foreign corporation to a domestic corporation pur
suant to a state domestication statute is treated as an “F” reorganization,
and if the corporate shareholder of the foreign corporation is a U.S.
shareholder, then under Prop. Treas. Reg. Sec. 1.367(b)-(3) it must
include the all-earnings-and-profits amount in income as a dividend.
Earnings and Profits in a Section 351, 354, or 356 Exchange. If the trans
feror corporation transfers stock in a foreign corporation of which there
is a U.S. shareholder and the transferor receives stock of a CFC and
all U.S. shareholders remain U.S. shareholders, then the section 1248
amount, the section 1248(c)(2) amount, the all-earnings-and-profits
amount, and the additional-earnings-and-profits amount must be com
puted for each U.S. shareholder and for each foreign corporation as to
which there is a U.S. shareholder who exchanges stock in the trans
action. The earnings and profits or deficits of the corporation whose
stock is received are increased under the rules at Temp. Treas. Reg. Sec.
7.367(b)-9(c). The earnings and profits or deficits of the corporation
whose stock is exchanged and of any lower-tier corporation whose earn
ings and profits are taken into account are reduced using the rules at
Temp. Treas. Reg. Sec. 7.367(b)-9(d). Adjustments to basis of stock in
lower-tier corporations whose stock is exchanged are also made under
Temp. Treas. Reg. Sec. 7.367(a)-9(e).

Examples
Assets of a First-Tier or Lower-Tier Foreign Corporation Acquired in
Exchange for Controlled Foreign Corporation Stock. If the assets of a first-

tier or lower-tier foreign corporation are acquired in exchange for CFC
stock and, immediately after the exchange, all U.S. shareholders of the
acquired CFC are U.S. shareholders of the acquiring corporation, there is
no current toll charge (Temp. Treas. Reg. Secs. 7.367(b)-13, example
5Based on the general rule of Temp. Treas. Reg. Sec. 7.367(b)-1(b).
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(5); 7.367(b)-7(b); and 7.367(b)-9(b)(1)). Instead, the section 1248
amount, the earnings and profits of subsidiaries, the all-earnings-andprofits amount, and the additional-earnings-and-profits amount are
attributable to the CFC stock received by the exchanging shareholders
(Temp. Treas. Reg. Sec. 7.367(b)-9(b)(1)). If an election is made, the
basis of the stock of the acquiring CFC may be increased by the amount
of earnings and profits attributed to such stock (Temp. Treas. Reg. Sec.
7.367(b)-9(e)).
E xam ple 1 5 .1 1 . F, F 1, and F2 are foreign corporations that were organized on
January 1, 1960. A t all times since this date, A , a dom estic corporation, has
owned 60 percent o f the outstanding stock in F and X , an unrelated foreign
corporation, has owned the remaining 40 percent. F has owned 100 percent
o f the outstanding stock in F 1 and F 1 has owned 100 percent o f the out
standing stock in F2. O n January 1, 1994, foreign corporation Y acquired all
the assets o f F in a “C ” reorganization and F is liquidated. A fter the
exchange, Y is not a C FC . Since A is not a U .S . shareholder, A includes
in income the section 1248 amount. N o other gain is recognized by A .
Y succeeds to the earnings and profits o f F. A s basis in the Y stock received is
the basis of stock in F plus the dividend amount recognized under section
1248 (Temp. Treas. Reg. Sec. 7.367(b)-13, exam ple (5 )(a )(ii)).

Stock of a Controlled Foreign Corporation Received. If an exchanging
shareholder receives stock in a controlled foreign corporation in a “B,”
“C ,” or “D” reorganization and, immediately after the exchange, the
exchanging shareholder is a U.S. shareholder of that CFC, or all of the
U.S. shareholders of the exchanging foreign corporate shareholder are
U.S. shareholders of that CFC, then the section 1248 amount, the sec
tion 1248(c)(2) amount, the all-earnings-and-profits amount, and the
additional-earnings-and-profits amount of the acquired corporation are
attributed to the CFC stock received by the exchanging shareholders. In
addition, earnings and profits or deficits of the corporation whose stock is
received in the exchange must be increased as required by Temp. Treas.
Reg. Sec. 7.367(b)-9(c).
Other Stock Received. If an exchanging shareholder receives stock of

a domestic corporation, or stock of a foreign corporation which is not a
CFC, or stock of a CFC as to which the exchanging U.S. shareholders or
any U.S. shareholder of the exchanging foreign corporation is not a U.S.
shareholder, then the exchanging U.S. shareholder must include in gross
income the section 1248 amount attributable to the stock exchanged, to
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the extent that the fair market value of the stock exchanged exceeds its
adjusted basis. There must be added to the earnings and profits or deficits
of the exchanging foreign corporation, the section 1248(c)(2) amount
and the additional-earnings-and-profits amount of the exchanging for
eign corporation, computed as if all the stock of the corporation whose
stock is exchanged is owned by a U.S. shareholder. The amount added is
not considered a dividend (Temp. Treas. Reg. Sec. 7.367(b)-7(c) and
Treas. Reg. Sec. 1.367(b)-7(c)(1)).
If all the U.S. shareholders of the acquired foreign corporation make
a consent dividend election, the increase in post-1962 earnings and prof
its can be treated as a taxable dividend with a corresponding increase in
basis of the shares owned (Temp. Treas. Reg. Sec. 7.367(b)-7(c)(iv)).
E xam ple 1 5 .1 2 . A , a dom estic corporation, owns 100 percent o f the out

standing stock in F, a foreign corporation. F owns all o f the outstanding stock
in F 1, a foreign corporation. Y, an unrelated foreign corporation exchanges
40 percent o f its voting stock with F 1 in exchange for all o f its assets in a “C ”
reorganization. T h e stock o f Y is distributed to F upon the liquidation o f F 1.
Y is not a C F C after the exchange. Since Y is not a C F C , an addition must
be made to F’s earnings and profits o f F 1’s section 1 248(c)(2) amount and
the additional-earnings-and-profits amount. A may increase its basis in the
F stock if F recognizes F 1’s earnings-and-profits increase as a dividend.

Exchange of Stock by Certain Domestic Corporations. A U.S. person must

include in gross income the all-earnings-and-profits amount if assets of a
foreign corporation are acquired by a domestic corporation in a C, D, or
F reorganization, the exchanging U.S. person is a domestic corporation,
and this U.S. person receives stock of a domestic corporation in
exchange for its stock in the acquired corporation (Temp. Treas. Reg.
Sec. 7.367(b)-7(c)(2)).
Stock of a First-Tier or Lower-Tier Foreign Corporation Acquired in Exchange
for Controlled Foreign Corporation Stock. If stock of a first-tier or lower-

tier foreign corporation is acquired in exchange for stock of a C FC , and
immediately after the exchange all U.S. shareholders (direct and indi
rect) of the acquired foreign corporation become U.S. shareholders of
the acquiring corporation, there is no current toll charge (Temp. Treas.
Reg. Sec. 7.367(b)-7(b)). However, the section 1248 amount, the sec
tion 1248(c)(2) amount, the all-earnings-and-profits amount, and the
additional-earnings-and-profits amount of the acquired corporation are
attributed to the CFC stock received by the exchanging shareholders
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(Temp. Treas. Reg. Sec. 7.367(b)-9(b)(1)). These rules do not apply for
exchanges after March 3, 1989, if a U.S. shareholder owns more than 50
percent of the total voting power or value of the stock of both the corpo
ration whose stock is received in the exchange and the corporation
whose stock is exchanged (Temp. Treas. Reg. Sec. 7.367(b)-9(b)(4)).
E xam ple 1 5 .1 3 . A U .S . parent owns all o f the stock o f C F C 1 and C F C 2.
C F C 1 has accumulated earnings and profits. C F C 2 acquires all o f the stock
o f C F C 1 from the U .S . parent in a “B ” reorganization. C F C 2 will not
succeed to the earnings and profits (or deficit) of C F C 1 (Treas. Reg. Sec.
1.367(b)-9, exam ple (1 )).

Corresponding adjustments are made to the CFC’s earnings and prof
its, the earnings and profits of the acquired foreign corporation and its
lower-tier subsidiaries, the stock basis of the lower-tier subsidiaries of the
acquired foreign corporation, and the stock basis of lower-tier subsidiaries
of the CFC (Temp. Treas. Reg. Sec. 7.367(b)-9(e)).
E xam ple 1 5 .1 4 . F, F 1, and F2 are foreign corporations that were organized

on January 1, 1975. A t all times since this date, A , a dom estic corporation,
has owned 100 percent o f the outstanding stock in F; F has owned 90 per
cent o f the outstanding stock in F 1; X, an unrelated foreign corporation, has
owned 10 percent o f the outstanding stock in F 1; and F 1 has owned 100 per
cent o f the outstanding stock in F2. For each taxable year since their date o f
organization, F, F 1, and F2 have earnings and profits o f $1,000. O n January 1,
1994, F exchanges in a “B ” reorganization all o f its stock in F 1 for 20 percent
o f the voting stock in Y. X retains its stock in F 1. Because o f other U .S .
shareholders in Y, Y is a C F C after the exchange. A s section 1 2 48(c)(2)
amount from F 1 and F2 is attributable to the Y stock received in the
exchange (Temp. Treas. Reg. Sec. 7 .3 6 7 (b )-9 (b )(1)). T h e earnings and
profits of Y are increased by 90 percent o f the earnings and profits o f F 1 and
F2 while the earnings and profits o f F 1 and F2 are reduced by a like amount.
A n optional consent dividend that would provide an increase in the basis
under Temp. Treas. Reg. Sec. 7.367(b)-9(e) could be made by all U .S . share
holders (Temp. Treas. Reg. Sec. 7.367(b)-13, exam ple (10 )).

Transfers of Assets by a Foreign Corporation in a Section 351 Exchange.

Section 367(b) applies to a transfer of property in a section 351
exchange, regardless of whether the transaction is described in section
361, if a foreign corporation transfers property and, in the case of a trans
fer also described in section 361, the transferor remains in existence
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immediately after the transaction. Carryover of earnings and profits
described in section 381(c)(2) will not apply (Temp. Treas. Reg. Sec.
7.367(b)-8(b)).
If the transferor corporation transfers stock in a foreign corporation
of which there is a U.S. shareholder immediately before the exchange
and the transferor receives stock of a CFC of which all U.S. shareholders
of the transferor corporation remain U.S. shareholders, then the section
1248 amount, the section 1248(c)(2) amount, the all-earnings-andprofits amount, and the additional-earnings-and-profits amount must be
computed with respect to each U.S. shareholder and to each foreign
corporation in which there is a U.S. shareholder who exchanges stock in
the transaction. The earnings and profits or deficits of the corporation
whose stock is received in the exchange are increased, and the earnings
and profits or deficits of the corporation whose stock is exchanged and of
any lower-tier corporation whose earnings and profits are taken into
account under section 1248(c)(2) are reduced (Temp. Treas. Reg. Sec.
7.367(b)-8(c)(1 )).
If the transferor corporation transfers stock in a foreign corporation
of which there is a U.S. shareholder immediately before the exchange
and the transferor receives stock of a domestic corporation, of a foreign
corporation that is not a CFC, or of a CFC as to which a U.S. share
holder of the transferor is not a U.S. shareholder, then the section
1248(c)(2) amount and the additional-earnings-and-profits amount of
the exchanging foreign corporation, computed as if all stock of the cor
poration whose stock is exchanged is owned by a U.S. shareholder, are
added to the earnings and profits or deficit of the exchanging foreign cor
poration. This amount is not considered a dividend (Treas. Reg. Sec.
1.367(b)-7(c)(1)(ii)).
E xam ple 1 5 .1 5 . A U .S . parent corporation (U S P ) owns all o f the stock o f a
foreign corporation (C F C 1), which in turn owns all o f the stock o f a second
foreign corporation (C F C 2 ). C F C 1 and C F C 2 have accumulated earnings
and profits or accumulated deficits in earnings and profits. C F C 1 transfers its
C F C 2 stock to a newly organized foreign corporation (N ew co) that is not a
C F C , in a section 351 exchange. C F C 1 receives 20 percent of the New co
stock in exchange for its C F C 2 stock. Persons unrelated to U S P and C F C 1
receive the remaining 80 percent o f the N ew co stock. C F C 2 ’s accumulated
earnings and profits or accumulated deficits in earnings and profits will be
added to C F C 1 ’s earnings and profits or deficits in earnings and profits
(Treas. Reg. Sec. 1.367(b)-8(c)(2), exam ple (1 )).
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Distribution of Controlled Foreign Corporation Stock by a Domestic
Corporation. If CFC stock is distributed in a straight section 355 trans

action (versus a section 368(a)(1)(D) asset-for-stock transaction) by a
domestic corporation that is a U.S. shareholder of such a CFC, section
1248(f) applies (Temp. Treas. Reg. Sec. 7.367(b)-10(b)). An amount
equal to the fair market value of the distributed CFC stock over its
adjusted basis must be included in gross income of the distributing
domestic corporation as a dividend. This amount is based on how much
of the foreign corporation’s section 1248 amount is attributable to the
CFC stock that was accumulated when the stock was held by the distrib
uting domestic corporation while the foreign corporation was a CFC
(section 1248(f)(1)).
Distribution of Stock by a Foreign Corporation. If stock of a lower-tier CFC

is distributed in a section 355 distribution by a foreign corporation (that
is also a CFC), no toll charge is imposed if all U.S. shareholders of the
distributing CFC before the transfer are U.S. shareholders after the trans
fer. A toll charge is imposed if the stock received is that of a domestic
corporation, a foreign corporation that is not a CFC, or a CFC in which
not all U.S. shareholders of the distributing CFC continue to be U.S.
shareholders. The toll charge is the excess of predistribution post-1962
earnings and profits over the postdistribution post-1962 earnings and
profits of the distributing group (Temp. Treas. Reg. Sec. 7.367(b)-10(d)).
Transactions to Be Treated as Exchanges

Section 367(c)(1) provides that any distribution described in section
355 (or so much of section 356 as relates to section 355) will be treated
as an exchange whether or not it is an exchange. In addition, section
367(c)(2) provides that any transfer of property to a foreign corporation
as a contribution to the capital of the corporation by one or more
persons who, immediately after the transfer, own stock possessing at least
80 percent of the total combined voting power of all classes of stock, will
be treated as an exchange of property for stock of the foreign corporation
equal to the fair market value of the property transferred.
Transfers of Intangibles

Section 367(d)(1) provides that for any transfers of intangible property,
directly or indirectly, to any foreign corporation in an exchange described

_____________ Formation, Reorganization, and Disposition of Foreign Corporations

527

in section 351 or 361, section 367(a) will not apply. Instead, the person
transferring the property will be treated as (1) having sold such property
in exchange for payments that are contingent on productivity, use, or
disposition of such property and (2) receiving amounts that reasonably
reflect the amounts that would have been received annually in the form
of such payments over the useful life of such property or, in the case of a
disposition following such transfer, at the time of the disposition. This
provision is the so-called superroyalty provision added by the Tax Reform
Acts of 1984 and 1986, which, in effect, ignores the transaction that
occurred at the time of the transfer and determines the royalties earned
on the property transferred based on subsequent earnings generated from
the use of the intangible by the transferee.
Deemed-Paid Foreign Tax Credits

Deemed-paid foreign tax credits under section 902 are available only
on the dividend portion of the gains recognized under section 1248 or
332 and not on capital gains. The deemed-paid foreign tax credit is not
available to U.S. taxpayers who are not corporations. Therefore, the
availability of the foreign tax credit and the effective tax rate paid to the
foreign country by the foreign corporation may make one form of trans
action preferable to another.
Distribution After an inclusion of Earnings and Profits

To the extent earnings and profits of a foreign corporation are treated
as a dividend to the exchanging U.S. shareholder under section 367(b)
regulations, such earnings and profits may be treated as previously taxed
income under section 959 upon distribution to an acquiring U.S. share
holder (Temp. Treas. Reg. Sec. 7.367(b)-12(d)).

Section 1491— Other Transfers of Property Abroad
Section 1491 imposes an excise tax of 35 percent of the excess of the fair
market value of property transferred over the sum of the adjusted basis
plus the amount of gain recognized to the transferor at the time of the
property transfer. The property must be transferred by (1) a citizen or
resident of the United States, (2) a domestic corporation or partnership,
or (3) a trust or estate that is not a foreign trust or estate to (1) a foreign
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corporation as (a) paid-in surplus or (b) a contribution to capital, (2)
a foreign trust or estate, or (3) a foreign partnership. Section 1491
applies to all types of transactions, including sales, exchanges, tax-free
exchanges, installment sales, and private annuity transactions to the
extent the transferor does not recognize gain at the time of the transfer.
Section 1491 does not apply to the following:
1.
2.
3.

4.

Transfers to an organization exempt from income tax under sec
tion 401(a)
A transfer described in section 367
A transfer not described in section 367 but with respect to which
the taxpayer elects (before the transfer) an application of principles
similar to the principles of section 367
A transfer for which an election has been made under section 1057
to treat it as a taxable exchange (section 1492)

Section 1057 provides that in lieu of payment of tax imposed by
Section 1491, the taxpayer may elect to treat the transfer as a sale or
exchange of property.

16

Citizens and Residents
Abroad
When a person leaves the United States to work overseas, the compen
sation package required is quite different and usually far more extensive
than a package for similar work in the United States. Compensation
packages may include an overseas differential, a cost-of-living-allowance,
a housing allowance or employer-provided housing, an education
allowance in order that the employees’ children attend private schools,
home-leave expenses, and reimbursement for taxes levied on the addi
tional compensation (tax equalization), which of course gives rise to
compensation.
Congress has seen fit to provide some relief for U.S. persons working
overseas. A U.S. citizen who receives compensation for services per
formed in a foreign country can elect to exclude up to $70,000 of earned
income and certain housing expenses, within certain limits, from U.S.
taxation provided he or she is a bona fide resident of a foreign country or
countries for an uninterrupted period that includes an entire taxable
year. In the case of a U.S. citizen or resident, a physical presence in a for
eign country or countries for 330 full days during any twelve consecutive
months may qualify that individual for these benefits.
529
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An individual is eligible for these benefits only if his or her tax home
is in a foreign country. In addition, a U.S. taxpayer qualifying under sec
tion 911 will usually pay income taxes to a foreign jurisdiction. Treat
ment of the deduction or credit of these taxes is covered in chapter 7.
To the extent that foreign taxes are attributable to earnings that are
excluded from income under section 911, they will not be allowed as a
credit or a deduction in computing U.S. tax liability. A similar provision
applies to deductions attributable to excluded income.
Over the years, special treatment in the tax laws for persons working
abroad has been justified on many grounds, including increasing foreign
trade,1 equalizing the tax treatment between U.S. citizens employed
abroad and other foreign persons working in the same country,2 and
granting special tax relief because of hardship involved in employment
abroad.3

Persons Qualifying Under Section 911
Section 911(d)(1) provides that qualified individual means an individual
whose tax home is in a foreign country and who is a citizen of the United
States, if using the bona fide foreign resident test, or a citizen or resident
of the United States if using the physical presence test. The United
States does have tax treaties with some countries that prohibit tax dis
crimination against any citizen of the signatory country. It is possible for
a person to have a tax home in a foreign country and be a resident of that
country and of the United States.4

The Tax-Home Requirem ent
Unless an individual has a tax home in a foreign country, he or she will
not qualify for the exclusion of foreign-earned income and housing
expenses from gross income. Th e individual’s tax home for these purposes

1H.R. Rep. No. 1, 69th Cong., 1st sess. 7 (1925).
2S. Rep. No. 781, 82nd Cong., 1st sess. 52-53 (1951).
3Hearings Before House Committee on Ways and Means on Revenue Revision, 69th
Cong., 1st sess. 182-183 (1925).
4See Rev. Rul. 91-58, 1991-2 C.B. 340 for an example of this situation and a list of trea
ties which contain such a nondiscrimination clause.
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has the same meaning as under section 162(a)(2) relating to travel
expenses while away from home (Treas. Reg. Sec. 1.911-2(b)). Rev. Ruls.
60-1895 and 73-5296 provide that an individual’s tax home is considered
located at his or her regular or principal place of business or, if the indi
vidual has no regular or principal place of business because of the nature
of his or her trade or business, at the individual’s regular place of abode
in a real and substantial sense.7 Section 162(a) provides that a new tax
home is established if the taxpayer is employed away from his or her old
tax home for more than a year.8An individual will not be treated as hav
ing a tax home in a foreign country for any period for which his or her
abode is in the United States.

Foreign-Earned Income
The Concept of Earned Income

Section 911(a) provides that only foreign-earned income (that is, the
amount received from sources within a foreign country or countries and
attributable to services rendered during the specified period) qualifies for
the exclusion. Earned income includes wages, salaries, professional fees,
and other amounts received as compensation for personal services (sec
tion 911(d)(2)(A)). Other amounts received as compensation for
personal services would include such items as an overseas differential, a
housing allowance or fair market value of housing, schooling allowances,
home leave allowance, and any other amounts received that would be
compensation under section 61 if the taxpayer were working in the
United States.
Unearned income, not qualifying for the exclusion under section
911, includes dividends, rents, gambling gains, interest, capital gains,

51960-1 C.B. 60.
673-529,1973-2 C.B. 37.
7Rev. Rul. 73-529, 1973-2 C.B. 37. The Tax Court supports the IRS’s position that the
taxpayer’s principal place of business is his tax home. Several courts of appeals have
rejected or limited this interpretation of tax home and instead have interpreted it to
mean abode or residence.
8See Rev. Rul. 93-86, 1993-1 C.B. 4 and Rev. Rul. 83-82, 1983-1 C.B. 45 for guidelines
for determining whether taxpayers are away from home temporarily or for purposes of
deducting travel expenses under section 162(a)(2).
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and certain royalties. Where an individual’s personal effort is the major
factor in the production of property for which a royalty is received, then
the royalty will generally be treated as earned income. An example is
royalties received by a writer from a publisher for the transfer of the
writer’s property rights to its product.
Certain amounts are not included in foreign-earned income:
1.
2.
3.
4.

Amounts received as a pension or annuity
Amounts paid by the United States or an agency thereof to an
employee
Amounts included in gross income under section 402(b) or 403(c)
Amounts received after the close of the taxable year following the
taxable year in which the services were performed

These are described more fully in a later section.
The Limitation on Foreign-Earned income

The foreign-earned income exclusion cannot exceed the amount of foreignearned income computed on a daily basis at an annual rate of $70,000.
Sources Without the United States

Section 911 requires that income be from sources without the United
States. The source rules do not differ from the general rules in sections
861 through 865. Income from services performed has its source where
the services are rendered. The place where payment for personal services
is received or the location of the payor is irrelevant.
A taxpayer who performs some services in the United States and
some in a foreign country must allocate the salary based on the number
of work days in each location9 according to the following formula:
N um ber of work days
in the U nited States
Total number o f work
days in the taxable year

9Rev. Rul. 69-238, 1969-1 C.B. 195.

X

A nnual
salary

U .S .-Source
income
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E xam ple 1 6 . 1 . A taxpayer residing abroad spends 15 work days out o f 255
work days in the U nited States and is paid $60,000 for the taxable year. His
U .S .-Source income is calculated as follows:

255

X

$60,000 = $3,529

W ith these facts, $3,529 is U.S.-source income and $56,471 is foreign-source
income.

The Troublesome Areas

Following is a summary of the rules for determining earned income in
certain specified cases.
Stock Options. Under certain circumstances, income realized on the sale
or exchange of stock acquired under a qualified stock plan is treated as
earned income. The Code and regulations do not provide clear rules for
determining the source of this income. It seems reasonable to treat the
source of the earned income and the service period as the place and time
the taxpayer worked between the date of the grant of the option and the
date of the exercise of the option.10
Capital as a Material Income-Producing Factor. If a taxpayer engages in a

business in which both personal services and capital are material
income-producing factors, the amount of income considered earned is
the lesser of 30 percent of net profits or a reasonable allowance as com
pensation (section 911(d)(2)(B)). Capital is considered a material
income-producing factor if a substantial portion of the gross income of
the business is attributable to the employment of capital in the business,
as reflected, for example, by substantial investment in inventories, the
plant, machinery, or other equipment. On the other hand, capital is not
considered a material income-producing factor if gross income of the
business consists principally of fees, commissions, or other compensation
for personal services performed by an individual who is individually and
personally responsible for such services.

10See Rev. Rul. 69-118, 1969-1 C.B. 135;

G ro e tz in g er,

87 T.C. 533 (1986).
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In the case of professionals such as doctors, lawyers, and accountants,
capital is not considered to be a material income-producing factor. The
entire amount of professional fees is characterized as earned income.
E xam ple 1 6 .2 . Taxpayer operates a retail mercantile business in which capi

tal is a m aterial income-producing factor. N et income from the business is
$50,000. T h e m aximum amount o f income that is considered earned income
for purposes o f section 911 is $15,000 (30% X $50,000).
E xam ple 1 6 .3 . A and B share equally in the profits and losses o f A B partner
ship, in which capital is a material income-producing factor. N et income
from the partnership is $60,000. For purposes o f section 911, a m aximum of
$9,000 ($60,000 X [50% X 30% ]) would be characterized as earned income
for each individual.

Payments to a Foreign Resident Partner. Assume a taxpayer is a partner in
an international firm and is paid $100,000 for managing a foreign office
during the taxable year. In addition, her share of partnership gross
income is $150,000, of which $50,000 was derived from foreign sources.
The entity theory of partnership taxation would dictate an exclusion of
$50,000. Section 707(c), however, treats a guaranteed payment to a part
ner as compensation, and therefore, if the $100,000 was a guaranteed
payment, the $100,000 as well as the $50,000 is considered foreignsource earned income. Total foreign-source income is reduced by the
exclusion allowable if the exclusion is elected. Expenses are then allocat
ed between excluded and nonexcluded earned income.
The courts have concluded that certain payments made to foreign
resident partners are considered guaranteed payments. In both A.O.
Miller11 and Carey v. United States, 12employment contracts were written
with the partnership so that the foreign resident partner received guaran
teed payments regarded as payments for personal services outside the
United States. In A.O. Miller, for example, a letter agreement between
the partnership and the partner contained the following terms for guar
anteed payments:
We wish to confirm the arrangement we have made with you concerning
special com pensation to be paid you for your services rendered abroad while

1152T.C. 752 (1969).
12427 F. 2d 763 (Ct. Cl. 1970).
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you are in charge o f the Paris office o f W hite & Case. In consideration of
your services in managing our office in Paris, France, and in performing such
other services in Europe as may be requested o f you by our firm, we hereby
agree to pay you special com pensation at the rate of $20,000 per annum,
payable monthly, comm encing July 1, 1960.

Amounts Not Considered Foreign-Earned Income

In addition to forms of income such as dividends, rents, interest, capital
gains, and certain royalties, section 911(b)(1)(B) specifies other types of
income that are not considered foreign-earned income; pensions, annu
ities, amounts paid by the United States or a U.S. agency to an
employee, and amounts received more than a year after the year in
which services were performed.
Pensions and Annuities. Under section 911(b)(1)(B )(i) amounts
received as a pension or an annuity are not excludable. In addition, sec
tion 911(b)(1)(B)(iii) provides that amounts included in gross income
under section 402(b), relating to taxability of a beneficiary of a non
exempt trust, or section 403(c), relating to taxability of a beneficiary
under a nonqualified annuity, are not considered foreign-earned income
and are not excludable.
Amounts Paid to Employees of the U.S. Government or a U.S. Agency.

Amounts received from sources without the United States, paid by the
United States or any U.S. government agency, will not qualify as foreignearned income and, hence, for the exclusion (section 911(b)(1)(B)(ii)).
Therefore, amounts received by armed forces personnel, foreign-service
officers, members of the diplomatic corps, and other U.S. government
employees will not be eligible for the section 911 exclusion no matter
how long they remain abroad.13
Amounts Received More Than a Year After the Year in Which Services Were
Performed. To determine the maximum exclusion for a particular year,

taxpayers must use the accrual method; that is, amounts will be tested as
if received in the taxable year in which the services were performed. In
addition, the payments must be received no later than the close of the
taxable year following the taxable year in which the services were per13Rev. Rul. 85-29, 1985-1 C.B. 223. See also Soboiesky, 88 T.C. 1024 (1987).
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formed to be eligible for any foreign-earned income exclusion (section
911(b)(l)(B)(iv)).
E xam ple 1 6 .4 . A taxpayer was a resident in a foreign country and otherwise
satisfied section 911 for the taxable year o f 1994. He received foreign-earned
income o f $65,000. H e elected section 911 and properly excluded the
$65,000. In M arch 1995 he received a bonus o f $3,000 attributable to ser
vices performed in 1994. T h e $3,000 will be excluded from gross income for
1995 but comes out o f his 1994 exclusion, since he has a $5,000 exclusion
available relating to 1994 ($70,000 less $65,000 used in 1994) prior to the
receipt o f the bonus.

If the foregoing taxpayer had received the $3,000 bonus in a year after
1995, no exclusion would be available, since the bonus is received after
the close of the taxable year following the taxable year in which the ser
vices were performed. The fact that unused exclusion amounts can be
“stored up” for one year if the taxpayer has earned income that has not
yet been paid allows a taxpayer, in some cases, to receive more than what
would normally be considered the allowable exclusion in one year.

Bona Fide Foreign Resident
Once the taxpayer has satisfied the bona fide foreign resident status
requirements for an entire taxable year, he or she may be eligible for the
exclusion of foreign-earned income. The amount excluded from gross
income cannot exceed an amount that is prorated according to the num
ber of days of foreign residency there are in the taxable year. Taxpayers
will often wish to establish foreign residency because their businesses
may require frequent trips to the United States, in which case they may
not satisfy the 330-day physical presence requirement even though they
reside abroad for a period that includes an entire taxable year. If the tax
payer is a resident for a partial taxable year, as in the case of the first and
last years of foreign residency, the exclusion must be prorated according
to the following formula:
N um ber o f days in
year resident o f a
foreign country
or countries
N um ber o f days in
the taxable year

X

$70,000 =

Allowable
exclusion
partial year
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E xam ple 1 6 .5 . T h e taxpayer, a citizen o f the U nited States, becam e a resi
dent o f a foreign country as o f M arch 1, 1992. He resided continuously in this
foreign country until July 16, 1995, on which day he returned to the U nited
States. T h e taxpayer is entitled to an exclusion o f the following amount of
earned income if the provisions o f section 911 are otherwise satisfied:

Year

Period Relating
to Exclusion

1992
1993
1994
1995

M arch 1 to Dec. 31, 1992
Entire year
Entire year
Jan. 1 to July 15, 1995

306/365 X $80,000 = $67,068
$70,000
$70,000
196/365 X $70,000 = $37,589

The Code requires that one be a bona fide resident of a foreign coun
try. Residence means living in a particular locality. Domicile, on the other
hand, means living in the locality with intent to make it a fixed and per
manent home. The courts14 have provided a framework for determining
the residency requirements in a foreign country with the following
twelve factors:
1.
2.
3.

4.
5.
6.
7.
8.
9.

Intention of the taxpayer
Establishment of the taxpayer’s home in the foreign country for an
indefinite period
Participation in the activities of his or her chosen community on
social and cultural levels, identification with the daily lives of the
people, and in general, assimilation into the foreign environment
Physical presence in the foreign country consistent with his or her
employment
Nature, extent, and reasons for temporary absences from his or her
temporary foreign home
Assumption of economic burdens and payment of taxes to the for
eign country
Status of resident contrasted to that of transient or sojourner
Treatment accorded the taxpayer’s income tax status by his or her
employer
The taxpayer’s marital status and the residence of his or her family

14Sochurek v. Comm., 300 F. 2d 34 (CA-7, 1962), rev’g 36 T.C. 131 (1961); Scott, Jr. v.
United States, 432 F. 2d 1388 (Ct. Cl. 1970).

538

10.

11.
12.

U.S. Tax Aspects of Doing Business Abroad

Nature and duration of the taxpayer’s employment—whether his or
her assignment abroad could be promptly accomplished within a
definite or specified time
Good faith in making his or her trip abroad—whether or not for
purposes of tax evasion
Nature and extent of any special considerations granted the tax
payer by the foreign country that are unavailable to other residents
of that country

Although not all these factors need be present for a taxpayer to prove
residency, as much evidence as possible should be provided for the tax
payer to successfully withstand an IRS challenge.
To satisfy the residency requirement, the taxpayer must be a resident
of a foreign country or countries for an uninterrupted period that
includes an entire taxable year. Uninterrupted does not mean that busi
ness trips or vacations cannot be made to the United States once foreign
residency is established. Visits can be made to the United States, but care
should be taken not to reestablish U.S. residency during such visits.
Foreign residency will not be interrupted if residency is established in
one foreign country and then, at the termination of this residency, resi
dency is immediately established in another foreign country. A calendar
year begins on January 1 and ends on December 31. This rule is purely
technical, with no exceptions.15 It would probably be considered an
entire taxable year, however, if the taxpayer died before the end of the
year in question.16A taxpayer will not be considered a bona fide resident
of a particular country if the taxpayer claims he or she is not a resident
and is not subject as a resident to the income tax imposed by that coun
try (section 911(d)(5); Treas. Reg. Sec. 1.911-2(c)).

15In Donald F. Dawson, 59 T.C. 264 (1972), a claim of Australian residency was denied
because the petitioner was not a resident for the entire year of 1966. The petitioner
arrived in Australia on January 3, 1966. Even though services could not have been per
formed for the petitioner’s employer because January 1 and 2 were holidays in Australia,
the court denied the claim based on the Senate Finance Committee report that explic
itly indicates January 1 as the start of the taxable year.
16In Estate of Roodner, 64 T.C. 67 (1975), the taxpayer left the United States in
November 1970 and established residency in Argentina before January 1, 1971. He died
on June 25, 1971, while still a resident of Argentina. The short period was considered
an entire taxable year. But see Witt v. United States, 56-2 U.S.T.C. (CCH) para. 10,002
(N.D. Ga. 1956), for the opposite result in a similar situation.
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The Physical Presence Test
A U.S. citizen who spends 330 full days during any twelve consecutive
months in a foreign country or countries will be eligible for an exclusion of
earned income if he or she otherwise satisfies the provisions of section 911.
Foreign Country

Foreign country means territory under the sovereignty of a government
other than the United States and includes the air space over such terri
tory. It does not include a possession or territory of the United States.
The Antarctic region is not a foreign co u n try .17A ship operating on the
high seas is not in a foreign country even if it operates out of a foreign
port.18Treas. Reg. Sec. 1.911-2(h) provides that a foreign country includes
the territorial waters of the foreign country, and the seabed and submarine
areas that are adjacent to the territorial waters of the foreign country and
over which the foreign country has exclusive rights, in accordance with
international law, with respect to the exploration and exploitation of nat
ural resources. Fish are not considered natural deposits or natural resources.
Time spent by a fisherman outside territorial waters but over the continen
tal shelf is not counted as time in a foreign country.19
Calculating 330 Days

The test requires that the taxpayer must be physically present in a for
eign country for a full 330-day period. A full day is a continuous period
of twenty-four hours, commencing at midnight and ending the following
midnight. The 330 days need not be consecutive but must fall in any
twelve-consecutive-month period. Any twelve-month period qualifies,
even time prior to arrival in a foreign country or after return to the
United States.
Example 16.6. A taxpayer is physically present in a foreign country from the
first full day o f July 1, 1994, until the last full day o f May 26, 1995— exactly
330 full days. T he taxpayer’s twelve-month period can be from July 1, 1994,
to June 30, 1995; from May 27, 1994 to May 26, 1995; or any other twelveconsecutive-m onth period between M ay 27, 1994, and June 30, 1995.
17Rev. Rul. 67-52, 1967-1 C.B. 186.
18WilliamM. Bebb, 36 T.C. 170 (1961).
19Rev. Rul. 73-181, 1973-1 C.B. 347.
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If the taxpayer satisfies the physical presence requirement, the exclu
sion must be prorated according to the following formula:
N um ber o f days in
year physical
presence requirement
is satisfied
--------- ------------------ X $70,000 =
N um ber o f days in
the taxable year

Allowable
exclusion for
partial year

Waiver of the Period of Stay in a Foreign Country

An individual who is a bona fide resident of a foreign country or is physi
cally present in a foreign country for any period may have the time
requirements of foreign residency or physical presence waived if all of the
following apply:
1.

2.

3.

The individual left the foreign country after August 31, 1978,
because of war, civil unrest, or similar adverse conditions that pre
cluded the normal conduct of business.
The secretary of the Treasury determines, after consultation with the
secretary of state or the secretary of state’s delegate, that these con
ditions existed.
The individual establishes to the satisfaction of the secretary of the
Treasury that he or she could have reasonably met the bona fide for
eign resident requirements or the physical presence requirement
(section 911(d)(4)).

If these conditions are met, the individual will be deemed to qualify
under the bona fide foreign resident test or the physical presence test. A
taxpayer may utilize the test that provides the greater benefit on a yearby-year determination.20

Exclusion or Deduction of Housing Costs
In addition to the exclusion of foreign-earned income, a qualifying indi
vidual may exclude employer-provided housing amounts, deduct housing
20See Rev. Proc. 92-63, 1992-2 C.B. 421.
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cost amounts that are not provided by the employer, or both. These pro
visions were added to mitigate the effects of higher housing costs
overseas and the tax effects of housing allowances, which are paid to
compensate for such higher costs.
The housing cost amount is equal to the excess of foreign housing
expenses of the individual and dependents living in the foreign household
over a base housing amount. The base housing amount for a full year is 16
percent of the salary for an employee of the United States for step 1, grade
GS-14. (Although based on the salary of a GS-14 U.S. employee, this
housing amount applies to all U.S. citizens and residents employed
abroad.) The GS-14 salary for 1995 was $57,760, and the base amount
was therefore $9,242. If the individual does not qualify for the full year
under section 911, the base housing amount is prorated accordingly.
Housing expenses are reasonable expenses attributable to housing (such
as rent, utilities, and insurance). They do not include the following:
The cost of house purchase, improvements, and other costs that are
capital expenditures
The cost of purchased furniture or accessories or domestic labor such
as maids and gardners
Amortized principal on the residence mortgage
Depreciation or amortization on the housing or capital improvements
Interest and taxes deductible under section 163 or 164, or amounts
deductible under section 216(a)
The expenses of more than one foreign household except as allowed
Expenses excluded from gross income under section 119
Expenses claimed as deductible moving expenses under section 217
The cost of a pay television subscription (Treas. Reg. Sec. 1.911-4
(b)(2))
An individual maintaining a second foreign household may consider
only housing expenses incurred for the abode that bears the closest rela
tionship to the individual’s tax home. This provision is relaxed if the
second household is maintained outside the United States for the indi
vidual’s spouse and dependents not residing with the individual because
living conditions in the tax-home country are dangerous, unhealthy, or
otherwise adverse. In this case the expenses of both households are eligi
ble for exclusion.
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To the extent an individual’s housing cost amount is not attributable
to employer-provided amounts, a deduction from adjusted gross income
can be taken in addition to the housing exclusion. In other words, an
individual who receives as compensation a housing allowance less than
the housing cost amount, or an individual who is self-employed and
receives no housing allowance, is allowed a deduction for some or all of
the unreimbursed housing costs from adjusted gross income.
The deduction is limited to the excess of the foreign-earned income
of the individual for the taxable year, over the amount of income exclud
ed under the foreign-earned income and the housing cost amount
provisions (section 911(b)(3)(B)). The individual is permitted a oneyear carryover for any amounts disallowed on account of the limitation.
The carryover amounts are deductible from adjusted gross income for the
succeeding taxable year. The deduction of these carryover amounts can
not exceed the unused limitation for the succeeding year.
E xam ple 1 6 .7 . During 1995 a taxpayer, a resident o f a foreign country for the

entire taxable year, received a salary o f $80,000 that was foreign-source
income. H is employer also provided a housing allowance o f $20,000. T he
taxpayer’s reasonable housing expenses were $30,000. During 1995, step 1 of
G S -14 was $57,760 and the section 911 exclusion was $70,000. T h e tax
payer excludes $70,000 o f foreign-earned income and the housing allowance
o f $20,758 from his gross income o f $100,000 ($80,000 + $20,000). His
housing cost amount is $20,758, computed as follows:
Reasonable housing expenses
Less: 16% o f $57,760

$30,000
9,242
$20,758

Deductions for Taxpayers Qualifying Under
Section 911
A person eligible for the section 911 exclusion is entitled to deductions
and losses, as is any other U.S. taxpayer in the United States. To elimi
nate a potential double benefit when the taxpayer uses the earned
income exclusions, he or she is not allowed to deduct expenses, losses, or
otherwise deductible items that are definitely related under Treas. Reg.
Sec. 1.861-8 to the excludable income. Following is the formula for cal
culating the nondeductible expenses:
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Exclusion under foreignearned income and housing
cost am ount provisions
Foreign earned
income
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Deductions
definitely
related to
X
qualifying
earned income

Itemized deductions such as real estate taxes and interest on a
personal-residence mortgage are not required to be prorated and are
deductible in their entirety. Itemized deductions such as medical expenses
and charitable contributions are subject to statutory limitations based on
a percentage of adjusted gross income.
E xam ple 1 6 .8 . During 1995, a U .S . citizen who satisfied the physical pres

ence requirement and other provisions o f section 911 earned $90,000, had
expenses definitely related to the earned income o f $ 6 ,0 0 0 , and had itemized
deductions and personal exem ptions o f $9,000. T h e taxable income is com 
puted as follows:
Earned income
Exclusion
Included income
Expense attributable to included income
(deductible)— $20,000/$90,000 X $6,000
A djusted gross income
O ther deductions
Taxable income

$90,000
70,000
$ 2 0 ,0 0 0
1,333
$18,667
9,000
$ 9,667

Personal exemptions and standard deduction amounts operate in the
same manner as for any U.S. taxpayer working in the United States.

Reimbursed Business Expenses With Full Accounting
to Employer

If an employee has reimbursed business expenses and has accounted for
them to his or her employer, the amount received up to the actual
expenses is not treated as earned income and is not allocated to the
excluded earned income (Treas. Reg. Sec. 1.62-2(c)(4)). If the expenses
exceed the reimbursement, excess expenses must be allocated between
excluded and nonexcluded income.
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1995, a taxpayer who satisfied the provisions of sec
tion 911 had a salary of $90,000 and incurred expenses of $4,000 related to
his employment. H e fully accounted for his expenses to his employer and
was reimbursed for $3,500. T he $3,500 amount received is not treated as
earned income, and $3,500 of the expenses is not deductible. T h e excess
expenses over reimbursement allocated to the excluded income are $389:
E xam ple 1 6 .9 . During

$90,000

X $500 = $389

T h e taxpayer’s miscellaneous itemized deduction account would include

$111 ($500 - $389).
Reimbursed Business Expenses With No Accounting
to Employer

If an employee does not account for expenses to the employer, such as in
the case of an employee receiving an expense allowance, the expense
allowance is earned income and expenses must be allocated between
excluded and nonexcluded income (Treas. Reg. Sec. 1.62-2(c)(5)).
1995, a taxpayer who satisfied the provisions of sec
911 received an annual salary o f $90,000 and an expense allowance of
$300 per month. Sh e incurred business expenses o f $4,200 and did not

E xam ple 1 6 .1 0 . During

tion

account to her employer for these amounts. T h e taxpayer had earned income
o f $93,600 ($90,000 + $3,600), $70,000 of which was excluded. T h e non
deductible expense would be $3,141 ($70,000/$93,600 X $4,200) and the
deductible expense would be $1,059 ($4,200 —$3,141).

Deductions of Partnerships

A taxpayer who is a member of a partnership must reduce total foreignsource earned income by the exclusion allowable and then allocate
expenses incurred in earning that income between excluded and nonexcluded earned income.21

21Rev. Rul. 75-86, 1975-1 C.B. 242. See also Vogt v. United States, 537 F. 2d 405 (Ct. Cl.
1976), for the opposite treatment. This case was decided after Rev. Rul. 75-86 was
issued, but the tax years in question were before 1975. The decision did not declare Rev.
Rul. 75-86 invalid.
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E xam ple 1 6 .1 1 . During 1995, a taxpayer who satisfied the provisions o f sec

tion 911 was a member o f a partnership doing business in a foreign country
into which he worked and resided. T h e taxpayer had a 40-percent interest in
capital and profits. C apital is not a material income-producing factor. During
the current year the partnership derived foreign-source gross income o f
$250,000 from fees and incurred expenses o f $30,000 related to earning
these fees. T he taxpayer’s adjusted gross income is calculated as follows:
Taxpayer’s share o f total earned income
Exclusion
Taxpayer’s expenses attributable to included income
$30,000/$100,000 X $12,000
A djusted gross income

$100,000
70,000
3 0 ,000
3,600
$ 26,400

Deductions When Capital Is a Material
Income-Producing Factor

When a taxpayer is engaged in a trade or business in which both personal
services and capital are material income-producing factors, a reasonable
allowance as compensation for personal services, not in excess of 30 per
cent of the taxpayer’s share of net profits, is considered earned income.
After earned income has been determined, expenses are allocated to the
excluded and nonexcluded portions of earned income.22
E xam ple 1 6 .1 2 . During 1995, a taxpayer who satisfied the provisions o f sec

tion 911 operated a business in which capital is a m aterial income-producing
factor. Total gross income was $160,000 and expenses were $50,000. A rea
sonable allowance for com pensation was $33,000, which is 30 percent o f net
profits. A djusted gross income is calculated as follows:
Total income
Earned income exclusion
Expenses attributable to included income (deductible)$127,000/$ 160,000 X $50,000
A djusted gross income

22Rev. Rul. 75-86, 1975-1 C.B. 242.

$160,000
33,000
$127,000
39,688
$ 87,312
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Foreign Taxes— Determ ination of a
Creditable Amount
A taxpayer qualifying for the section 911 exclusion can possibly further
reduce his or her U.S. tax by the foreign tax credit. For purposes of calcu
lating the foreign taxes potentially creditable (before limitation) or
deductible, the taxpayer must allocate, or charge, a portion of the foreign
taxes to the amount of excluded earned income. Therefore, only the por
tion of foreign taxes that relates to included earned income will be
considered for foreign tax credit purposes or for deduction from such
earned income. The portion of foreign taxes that is allocable to excluded
earned income is determined by multiplying the amount of foreign tax by
a fraction. The numerator of the fraction equals excluded earned income
less deductible expenses definitely related in whole or in part to excluded
earned income. The denominator of the fraction is the earned income
less deductible expenses allocable to earned income. If the tax on earned
income is imposed under foreign law on earned income and on some
other amount, the denominator equals the total of the amounts subject
to foreign tax less deductible expenses allocable to all such amounts.
E xam ple 1 6 .1 3 . During 1994, a taxpayer who satisfied the provisions o f sec
tion 911 had foreign earned income o f $100,000, had deductions definitely
related to the earned income o f $9,000, paid foreign income taxes of
$15,000, and had other itemized deductions o f $7,800 and personal and
dependent exem ptions o f $4,900. His U .S . tax liability on his joint return is
computed as follows:

$ 100,000

G ross income
Less
Deductions for adjusted gross incom e*
Exclusion
A djusted gross income
Deductions
Itemized deductions
Personal exem ptions
Taxable income

$ 2,700
70,000

7,800
4,900

72,700
$ 27,300

12,700
$ 14,600

*Allocation of expenses to excluded earned income—$70,000/$100,000 X $9,000
= $6,300 and to included earned income — $9,000 —$6,300 = $2,700.
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Tax com putation
Tax on $14,600
Foreign tax credits†
N et tax payable
(before other credits)
†Allocation of foreign taxes paid to included earned income;
Numerator
Excluded earned income
Deductible expenses attributable to excluded income
Denominator
Earned income
Deductible expenses
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$2,194
2,194
$____ 0

$ 70,000
6,300
$ 63,700
$100,000

9,000
$ 91,000

Foreign tax on excluded earned income:
$63,700 X $15,000 = $10,500
$91,000
Foreign tax on included earned income:
$15,000 - $10,500 = $4,500
Foreign tax credit carryover:
$4,500 - $2,194 = $2,306

Election Not to Have Section 911 Apply
Because some foreign taxes are disallowed for foreign tax credit or deduc
tion purposes and expenses related to excluded earned income are not
allowed to be deducted, the net tax payable by using section 911 may be
higher than if section 911 were not applied. The section 911 election
applies to the taxable year for which it is made and all subsequent years
unless it is revoked. Section 911(e) permits the taxpayer to revoke
the election for any taxable year after the taxable year of the election.
Once the election is revoked, the taxpayer may not reelect section 911
before the sixth year following the year of revocation without the commis
sioner’s consent. Therefore, the long-term consequences of electing,
revoking, or reelecting section 911 must be considered.

Community Income
Section 911(b)(2)(C) requires that the income exclusion be computed
without regard to community property laws. Income earned by one
spouse is treated as if it is not community property income. In the
absence of this provision, a husband and wife domiciled in a community
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property state, but either living abroad as bona fide residents or physical
ly present for the requisite period, would be able to increase the exclusion
if only one worked, since one-half of all earned income is attributable to
each spouse. Under section 911(b)(2)(C), however, if the taxpayer earned
income and the taxpayer’s spouse earned nothing, only one exclusion and
not two would be available. If the taxpayer and the taxpayer’s spouse had
each earned income, then each would be entitled to an exclusion.
A U.S. citizen who is a bona fide resident of a community property
foreign country and married to a nonresident alien would be taxed on
one-half of community income earned by the nonresident spouse unless
section 879 prescribes a different treatment. Section 879 requires that in
the case of a U.S. citizen or resident who is married to a nonresident
alien and who has community income under foreign community prop
erty laws, such income will be treated as follows:
1.

2.

3.

4.
5.

Earned income other than income from a trade or business and a part
ner’s distributive share of partnership income is treated as income of
the spouse who rendered the personal services.
Trade or business income is treated as income of the husband unless
the wife exercises substantially all the management and control of
the business, in which case it is treated as income of the wife.
A partner’s distributive share of partnership income is not treated as
community property income but as income of the spouse who is a
member of the partnership.
Community income derived from separate property is treated as
income of the spouse who owns the property.
All other community income is treated as provided in the applicable
foreign community property law.
E xam ple 1 6 .1 4 . Jan e Santos, a U .S . citizen, is a bona fide resident o f Brazil,
where she resides with her husband, a Brazilian citizen. Mr. San tos owns and
operates an export business, the income o f which is community property
income under Brazilian law. Mrs. Santos does not participate in the business,
which earned $50,000 in 1995. N on e of Mrs. San tos’s one-half of the
$50,000 income will be subject to U .S . taxation.

Married Couples With Two Qualifying Spouses
Treas. Reg. Sec. 1.911-5 provides special rules regarding the computation
of excluded earned income and the housing cost amount for married cou
ples who both qualify under the provisions of section 911.
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The amount of excludable foreign income is determined separately
for each spouse. If the spouses file separate returns, each may exclude
the amount of his or her foreign earned income attributable to services
performed by each, subject to the lesser-of-earned-income-or-exclu
sion amount. If a joint return is filed by the spouses, the sum of the
foreign earned income amounts for each spouse may be excluded,
again subject to separate calculations of the exclusion amount. For
example, if a married couple are employed abroad and one spouse
earns $200,000 and the other spouse earns $50,000, the total exclu
sion amount on their joint return is $120,000— $70,000 for the spouse
with earned income of $200,000 and $50,000 for the spouse with
earned income of $50,000.
If spouses reside together and file a joint return, they may compute
their housing cost amount either jointly or separately. If the spouses
reside together and file separate returns, they must compute their hous
ing cost amounts separately. If these amounts are computed separately,
the spouses may allocate the housing expense to either of them or
between them for the purpose of calculating separate housing cost
amounts. Each spouse claiming a housing cost amount exclusion or
deduction must use his or her full base housing amount in this computa
tion. If the spouses compute their housing cost amount jointly, only one
spouse may claim the housing cost exclusion or deduction (Treas. Reg.
Sec. 1.911-5(a)(3)(i)).
If the spouses do not reside together, both spouses may exclude or
deduct their housing cost amount if the spouses are not within reason
able commuting distance of each other and neither spouse’s residence is
within reasonable commuting distance of the other spouse’s tax home. If
the spouses’ tax homes, or one spouse’s residence and the other spouse’s
tax home, are within reasonable commuting distance of each other, only
one spouse may exclude or deduct his or her housing cost amount (Treas.
Reg. Sec. 1.911-5(a)(3)(ii)).

Other Tax Considerations
There are many other tax matters that concern the U.S. taxpayer
moving abroad. For example, the taxpayer may sell or rent his or her
home, incur moving expenses, open a foreign bank account, and so
forth. Many transactions and events may require special reporting or
have a different tax treatment under U.S. tax law as a result of foreign
residence.
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Moving Expenses

When the taxpayer moves to a foreign country or back to the United
States from a foreign country, a determination of the proper treatment of
both the moving expenses and the moving expense reimbursement must
be made. Section 217 permits an employee or self-employed individual to
deduct from gross income the reasonable expenses of moving from one
location to another for commencing work at the new location. The term
moving expenses means the reasonable expenses connected with the follow
ing:
1.
2.

Moving household goods and personal effects from the former resi
dence to the new residence
Traveling (including lodging when en route, but not meals) from the
former residence to the new place of residence

In the case of a foreign move, the reasonable expense of moving
household goods and personal effects from the former residence to the
new residence includes storage. For example, reasonable storage costs
include the expenses of putting household goods and personal effects in
storage, later removing them, and storing these goods and personal
effects for part or all of the period the individual’s new place of work out
side the United States continues to be his or her principal place of work
(section 217(h)).
There is also a special allowance for moving expense deductions for
qualified retiree moving expenses and qualified survivor moving expenses.
Moving expenses are allowed which are incurred by an individual whose
former principal place of work and former residence were outside the
United States and are incurred for a move to a new residence in the
United States in connection with the bona fide retirement of the individ
ual (section 217(i)(2)). In general, qualified survivor moving expenses are
moving expenses which are paid or incurred by the spouse or any depen
dent who lived with a decedent who had a principal place of work outside
the United States at the time of death and which were incurred for a
move which begins within six months after death (section 217(i)(3)).
No deduction is allowed for moving expenses to the extent the
deduction is properly allocable to excluded earned income (section 911
(d)(6) and Treas. Reg. Sec. 1.911-6(b)). If an individual’s new principal
place of work is in a foreign country, deductible moving expenses will be
allocable to foreign earned income. If an individual treats an employer
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reimbursement for expenses of a move from a foreign country to the
United States as attributable to services performed in a foreign country,
then deductible moving expenses attributable to that move will be allo
cable to foreign earned income (Treas. Reg. Sec. 1.911-6(b)(1)).
If a moving expense deduction is properly allocable to foreign earned
income, the deduction is considered as attributable to services performed
in the year of the move as long as the individual is qualified for a period
that includes 120 days in the year of the move. If the individual is not
qualified for this period, the deduction must be attributable to services
performed both in the year of the move and the succeeding taxable year
if the move is to a foreign country, or the prior year of the move is back
to the United States. Storage expenses, however, will be attributable to
the year in which the expenses are incurred (Treas. Reg. Sec. 1.911-6
(b)(2)).
The portion of the moving expense deduction that is allowed is
determined using the following formula:
Disallowed
m oving expense

=

Exclusion under foreign earned income
and housing cost amount provisions
M oving
X
expenses
Foreign earned income

Moving expense reimbursements are considered earned income under
section 82 except that section 132(a)(6) treats qualified moving expense
reimbursement as an exclusion from gross income. Qualified moving
expense reimbursement means any amount received by an individual
from an employer as a payment for or a reimbursement of qualified
section 217 moving expenses (section 132(g)). It appears that if the tax
payer receives a reimbursement for deductible moving expenses, then
there should be neither gross income nor a moving expense deduction.
If the taxpayer receives a reimbursement in excess of deductible
moving expenses, in the absence of evidence to the contrary, the reim
bursement is attributable to future services to be performed at the
principal place of work. A taxable reimbursement received by an
employee for the expenses of a move to a foreign country will generally
be attributable to services performed in the foreign country. A reimburse
ment received by an employee for expenses of a move from a foreign
country to the United States will generally be attributable to services
performed in the United States. The rule regarding the move back to the
United States may be modified if there is an agreement between the
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employer and employee, or a statement of company policy, in writing
before the move to the foreign country entered into or established to
induce employees to move to a foreign country. The agreement or policy
must state that the employer will reimburse the employee for moving
expenses incurred in returning to the United States regardless of whether
the employee continues to work for the employer after the employee
returns to the United States (Treas. Reg. Sec. 1.911-3(e)(5)(i)).
Sale of Principal Residence

A taxpayer who disposes of his or her former residence may defer paying tax
on the gain realized if a qualified investment is made in a new residence
within twenty-four months of the sale of the former home. A taxpayer mov
ing abroad and selling his or her residence will report the gain realized in
the same manner as any other U.S. taxpayer. When a taxpayer has a tax
home outside the United States, the twenty-four-month period allowed for
reinvestment is suspended for up to two years after the date of sale of the old
residence. This provision permits a period of up to four years in which to
purchase and occupy a replacement residence (section 1034(k)). Gain or
loss realized from the sale of a principal residence cannot be offset by the
loss or gain realized from the repayment of a nonfunctional currency
denominated mortgage loan used to finance the purchase of the residence.23
Rental of Principal Residence

Any taxpayer who acts as lessor of a personal residence that was occupied
by the taxpayer or the taxpayer’s family for part of a tax year is subject to
the provisions of section 280A. This situation is likely for a person relo
cating abroad or moving back to the United States. Section 280A
provides rules for treating income and expenses of taxpayers who make
personal use of a home in a year in which it is also rented. If the home is
used for personal purposes (that is, used by the taxpayer or anyone else if
rented for less than fair rental value) for more than fourteen days or 10
percent of the number of days the home is rented during the year, then
there may be a limit on the deduction for expenses.

23Rev. Rul. 90-79, 1990-2 C.B. 187.
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Three situations may affect the taxpayer if personal use of the home
exceeds the fourteen-day or 10-percent period. In the first situation,
when the home is rented for less than fifteen days, the rental amounts are
excluded from gross income and expenses such as depreciation and main
tenance attributable to the rental period are not deductible. Expenses
such as interest on the mortgage and real estate taxes are deductible,
since these expenses are allowable without regard to a trade or business
or an income-producing activity.
In the second situation, when the home is rented for fifteen days or
more, expenses attributable to the rental activity may not exceed the
amount of gross income from the rental activity less deductions such as
interest and real estate taxes. Expenses attributable to the rental activity
must be determined by allocating expenses based on the number of days
during the year the unit is rented and the total number of days during the
year that the unit is used.
In the third situation, when property is converted from personal use
to rental property, the taxpayer’s personal use of the property before or
after a qualified rental period will not cause a limitation of deductions.
Therefore, expenses such as maintenance and depreciation allocable to
the rental period will not be disallowed because of the gross income limi
tation. The qualified rental period is a consecutive period of twelve
months (shorter if the house is sold or exchanged) or more that begins or
ends during the taxable year during which the house is rented or held for
rental.
Foreign Conventions

An individual who attends a convention, seminar, or similar meeting
outside the North American area must satisfy certain requirements
before a deduction will be allowed (section 274(h)). First, the meeting
must be directly related to a trade or business or an activity for the pro
duction of income described in section 212. Second, the IRS must be
satisfied that it was as reasonable to hold the meeting outside the North
American area as within it. Regulations, when issued, will consider the
following factors:
1.
2.

The purpose of the meeting and the activities taking place at the
meeting.
The purposes and activities of the sponsoring organizations or groups.
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The residence of the active members of the organization and the
places at which other meetings of the sponsoring organization or
group have been held or will be held.
Any other relevant factor that the taxpayer may present.

Reporting Foreign Bank Accounts
All taxpayers with $400 or more of interest or $400 or more of dividends
filing Form 1040 must indicate on Schedule B whether an interest in a
foreign account is held. If the taxpayer owns or controls foreign financial
accounts valued at $10,000 or more at any time during a calendar year,
Treasury Form 90- 2.1 must be filed.24 Form 90-22.1 must be filed no
later than June 30 following the year under consideration.

State Income Taxes
States with personal income taxes generally tax their residents on all of
their income, both within and without the state. Nonresidents are gen
erally taxed only on income from sources within that state. A U.S.
taxpayer qualifying for the section 911 exclusion may still be subject to
taxes under state tax statutes if resident status is continued under state
tax laws or income is derived from sources within that state. One must
consult individual state tax laws to determine if the person working over
seas will be subject to state taxes.

W ithholding
An employer may reduce withholding of income taxes from the wages of
a citizen or resident employed abroad for the portion of income that will
qualify for an exclusion under section 911. The employee must submit a
statement to his employer that the employee reasonably expects to qual
ify for the exclusion. Filing Form 673(FOD), “Statement for Claiming
Benefits Provided by Section 911 of the Internal Revenue Code,” with
his or her employer, permits the employer to exclude from income tax
withholding all or part of the wages paid to that employee for services
24U.S. Treasury Department, News Release No. B-1224 (Oct. 23, 1978).
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performed outside the United States. If the taxpayer is doubtful about
qualifying under section 911, the taxpayer may wish to have appropriate
amounts withheld from his or her salary or make estimated tax payments
to avoid interest and penalties in case the requirements of section 911
are not satisfied.

Social Security Taxes
A U.S. employer is required to withhold social security taxes on compen
sation for services performed by a U.S. citizen. For a U.S. citizen working
overseas, a U.S. employer is a domestic entity, including a branch of a
U.S. corporation operating in a foreign country. Withholding is required
whether or not the section 911 exclusion is claimed. On the other hand,
there are no similar requirements to withhold social security taxes on
compensation paid to resident or nonresident aliens working outside the
United States. A U.S. taxpayer working outside the United States for a
foreign employer does not fall under the requirements for social security
withholding tax. However, if the foreign employer is a foreign entity of a
U.S. parent, an agreement between the U.S. employer and the IRS can
be arranged to provide for social security withholding tax for all U.S. cit
izens and resident aliens employed by the foreign entity. The election is
made by filing Form 2032, “Contract Coverage Under Title II of the
Social Security Act as Amended.” A foreign entity is defined as one in
which a U.S. employer owns directly or indirectly at least 10 percent of
the voting stock or profits interest.

Filing Requirements
A taxpayer who normally files his return on the calendar-year basis and
has his or her tax home outside the United States and Puerto Rico
on April 15 is automatically granted an extension of two months, to
June 15, for filing. A qualifying taxpayer filing on a fiscal-year basis also
receives an automatic two-month extension on the usual filing date of
three and one-half months after the close of the tax year, resulting in a
total of five and one-half months after the close of the tax year in which
to file his or her tax return. A longer extension (filed on Form 2350) may
be permitted to cover the first taxable year in which the taxpayer may be
entitled to claim a section 911 exclusion. This additional extension of
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time for filing the tax return does not carry with it an automatic exten
sion for payment of the tax liability. A U.S. taxpayer with a foreign
address who claims benefits under section 911 files his or her tax return
with the Internal Revenue Service Center, 11601 Roosevelt Boulevard,
Philadelphia, PA 19155. Chapter 22 contains a more complete descrip
tion of filing requirements.

Income From U.S. Possessions
U.S. citizens employed in possessions of the United States are subject to
special rules covered in chapter 14.

Income Earned in a Restricted Country
Under section 911(d)(8), foreign earned income does not include any
income from sources within a restricted country attributable to services
performed during that period. Furthermore, housing expenses will not
include expenses allocable to the period for housing in the restricted
country or for housing of the taxpayer’s spouse or a dependent while the
taxpayer is present in the restricted country. The individual also will not
be considered a bona fide foreign resident of, or present in, the restricted
country for any period of time the taxpayer was present in the restricted
country. Currently, the restricted countries are Cuba, Libya, and Iraq.25

Applying for Passports or Immigration Status
Any individual who applies for a passport or a passport renewal or applies
for permanent resident status in the United States must include with his
or her application the following:
1.
2.

Taxpayer identification number (TIN), if any
In the case of a passport applicant, any foreign country in which the
applicant is residing

25Rev. Rul. 92-63, 1992-2 C.B. 195.
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In the case of an individual seeking permanent residence, informa
tion with respect to the individual’s U.S. income tax status for the
three most recent tax years
Any other information the secretary of the Treasury may prescribe
(section 6039E(b))

Government Employees
Under section 911 the earned income exclusion is not available for
amounts paid to employees by the U.S. government or a U.S. agency.
However, civilian officers and employees of the U.S. government sta
tioned outside the United States who receive certain allowances (section
912(1)) or cost-of-living allowances (section 912(2)) may exclude these
amounts from gross income. A volunteer in the Peace Corps may exclude
certain allowances (such as leave allowances and living allowances con
stituting basic compensation) from gross income (section 912(3)).

17

Section 482
Section 482 gives the secretary of the Treasury or his or her delegate, the
district director, the authority to distribute, apportion, or allocate gross
income, deductions, credits or allowances, or any items affecting taxable
income between or among controlled entities to clearly reflect the true
taxable income of each entity. The purpose of section 482 is to place a
controlled entity on a tax parity with an uncontrolled entity, that is, to
ensure that the prices charged by entities under common control reflect
the arm’s-length charges of independent entities.
Without the threat of a section such as 482, an entity could engage
in transactions with affiliates so that taxes could be minimized or elimi
nated. For example, a business could perform services for, or sell goods to,
affiliates at prices that could artifi cially split income among the busi
nesses. By judiciously splitting income among related entities in the
United States and abroad, income taxes of the group could be greatly
reduced or possibly eliminated. With respect to this possibility of split
ting income, one court stated that a person may not “reduce his income
tax by transferring his money from one pocket to another even though
he uses a different pair of trousers. A man with a half-dozen pockets
might also escape liability altogether.”1
1A lp h a T a n k & Sh e et M e t a l M fg . C o . v. U n ite d S ta te s ,
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116 F. Supp. 721 (Ct. Cl. 1953).
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The following conditions are prerequisites for the application of sec
t ion 482.
1.
2.
3.

There must be two or more organizations, trades, or businesses.
The entities must be owned or controlled directly or indirectly by
the same interests.
A condition must exist whereby an entity has filed a tax return that
does not clearly reflect income, ostensibly because of a non-arm’slength transaction between the controlled entities.

To minimize disagreements between the IRS and taxpayers, regulations
under section 482 were promulgated to provide guidelines for dealings
among controlled entities. Section 482 issues have increased in signif
icance because of substantial Internal Revenue Service (IRS) audit
activity in this area and the threat of penalties under Section 6662 for
section 482 adjustments (Section 6662(e)(3)).

Application of Section 482
Burden of Proof

In order for the district director to apply section 482, he or she must show
a factual basis that supports the allocation, as well as a basis on which
proper allocations could be made.2 The district director will attempt to
show that the controlled entities are not dealing at arm’s length and
what the hypothetical result would be if the parties were dealing as inde
pendent entities. If the entities are dealing at arm’s length, the mere fact
that the effect of the transaction is to deprive the Treasury of tax does
not give the district director the authority to apply section 482.3 Once
the allocation has been made, the burden of proof shifts to the taxpayer.4

2T he F rie d la n d e r C o r p ., 25 T.C. 70 (1955).
3Simon J . M u rp h y C o . v. C o m m ., 231 F.2d 639 (CA-6, 1956), r e v ’g and
1341 (1954).
4O p p e n h e im ’s In c . v. K a v a n a g h , 9 0 F. Supp. 107 (E.D. Mich. 1950).
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To prevail in court, the taxpayer has the burden of showing that the
determination is arbitrary and an abuse of the commissioner’s authority.5
The district director may allocate; he or she is not required to do so.
As a result, this means if a controlled entity is dealing with an affiliate at
less than arm’s length with resulting unfavorable tax consequences, the
taxpayer cannot apply the provisions of section 482 to improve the tax
result, nor can the taxpayer compel the district director to apply such
provisions (Treas. Reg. Sec. 1.482-1(a)(2) and (3)). In addition, no allo
cations will be made where results achieved are within an arm’s-length
range (Treas. Reg. Sec. 1.482-1(e)(1)).
Section 482 applies to all controlled taxpayers, whether the con
trolled taxpayer files a separate or consolidated U.S. income tax return.
If a controlled taxpayer files a separate return, its true separate taxable
income will be determined. If a controlled taxpayer is a party to a con
solidated return, the true consolidated taxable income of the affiliated
group and the true separate taxable income of the controlled taxpayer
must be determined consistently with the principles of a consolidated
return (Treas. Reg. Sec. 1.482-1(f)(iv)).
Allocations have been applied in the following situations as well
as others: sales of goods or services,6 profits from rentals,7 profits from
financial operations,8 tax-free exchanges,9 non-recognition-of-gain-

v. O ’M a lle y , 67 F. Supp. 181 (D. Neb. 1946); W o o d w ard
55 T.C. 56 (1970), a c q .; B a lla n tin e M o to r C o . v. C o m m ., 3 2 1 F.2d 796
(CA-4, 1968). In W isc o n sin B ig B o y C o r p . v. C o m m ., 452 F.2d 137 (CA-7, 1971) the
court held that the taxpayer must not only show that the section 482 allocation was
arbitrary, but he must show what a reasonable allocation would be.
W is c o n s in B ig B o y C o r p . v. C o m m ., 452 F.2d 137 (CA-7, 1971); Y our H o s t , In c ., 58 T.C.
6
10 (1972), a f f 'd 489 F.2d 957 (CA-2, 1974); c e rt. d en ied; So u th ern B a n k c o rp o ra tio n , 67
T.C. 1022 (1977).
W e lw orth R ealty C o ., 40 B.T.A. 97 (1939); L e e d y -G lo v e r R e alty & In su ra n c e C o ., 13 T.C.
7
95 (1949), a f f 'd 184 F.2d 833 (CA-5, 1950).
8H o m e F u rn itu re C o . v . C o m m ., 168 F.2d 312 (CA-4, 1948) a f f 'g 6 T.C.M. 915 (1947);
A b b o tt M o rtg ag e C o . , T.C. Memo 1958-106.
9Treas. Reg. Sec. 1.482-1(f)(iii); B a n k o f A m e r ic a v. U n ite d S ta te s ( D C , Cal., 1978); Rev.
Rul. 77-83, 1977-1 CB 139; R o o n e y v . C o m m ., 305 F.2d 681 (CA-9, 1962), aff 'g 189 F.
Supp. 733 (N.D. Cal. 1960); N a t io n a l S e c . C o r p . v. C o m m ., 137 F.2d 600 (C A -3 , 1943),
cert. den ied , 320 U.S. 794 (1943).
5E p se n L ith o grap h ers, In c .
G ov ern or C o .,
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or-loss transactions,10 constructive dividend,11 corporate income to indi
vidual shareholder,12 personal service income to employee-shareholder,13
and shifting of expenses.14
The C oncept of O w n e d o r C o n tr o lle d

The Code requires that the organizations in question must be owned or
controlled directly or indirectly by the same interests. The organization
can be a sole proprietorship, a partnership, a trust, an estate, an associa
tion, or a corporation, that is organized, operated, or doing business
anywhere in the world (Treas. Reg. Sec. 1.482-1(i)(1)).
The regulations further expand the term control to include any kind
of control “direct or indirect, whether legally enforceable, and however
excercisable or exercised. It is the reality of the control which is decisive,
not its form or the mode of its exercise” (Treas. Reg. Sec. 1.482-1(i)(4)).
For purposes of this meaning of control, one must differentiate between
statutory control and de facto control. Statutory control as it relates
to corporations in general15 means the ownership of stock possessing at
least 50 percent of the total combined voting power of all classes of stock
entitled to vote or at least 50 percent of the total value of all classes of
stock (sections 269(a) and 304(c)). For partnerships, control means
owning directly or indirectly more than 50 percent of the capital interest
or the profits interest (section 707(b)).

643 F.2d 747 (Ct. Cls. 1981); R u d d ick C o r p . v. U n ite d
(Ct. Cls. 1983); Foster, 80 T.C. 34 (1983).
11Rev. Rul. 69-630, 1969-2 C.B. 112; S p a rk s N u g g e t, In c . v. C o m m ., 458 F.2d 631 (CA-9,
1972) aff 'g . T.C. Memo. 1970-74.
12Ach, 42 T.C. 114 (1964) aff’d. 358 F.2d 342 (CA-6, 1966), c e r t . den ied 385 U.S. 899
(1966); F e g a n , 71 T.C. 791 (1979) a f f ’d . (C A -10, 1981); C o o p e r , 64 T.C. 576 (1975).
13K e lle r v. C o m m ., 77 T.C. 1014 (1981) a f f ’d (CA-10, 1983); Fogelsong, 691 F.2d 848
(CA-7, 1982) r e v ’g . a n d r e m ’g . 77 T.C. 1103 (1981).
14Peck, T.C. Memo. 1982-17; N o rth w e ste rn N a t io n a l B a n k o f M in n e ap o lis v . U n ite d S t a t e s ,
556 F.2d 899 (C A -8 , 1977).
15Under subchapter C, subject to the exception of section 304, control means ownership
of stock possessing at least 80 percent of total combined voting power of all classes of
stock entitled to vote and at least 80 percent of the total number of shares of all other
classes of stock of the corporation.
10R u d d ick C o r p . v. U n ite d S ta te s ,
S ta te s
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In B. Forman Co., Inc.16 the second circuit reversed the Tax Court
decision that 50-percent ownership in a corporation, called Midtown, by
each of two unrelated partners was not control. The decision stated,
“Whether McCurdy and Forman was regarded as a partnership or joint
venture, de facto, in forming Midtown, the conclusion is inescapable
that they acted in concert in making loans without interest to a corpora
tion, all of whose stock they owned and all of whose directors and officers
were their alter egos.” In effect, the concept of de facto control took
precedence over statutory control.
In Grenada Industries, Inc.,17 two corporations and two partnerships
were owned by four families in identical 35-percent/35-percent/20percent/10-percent proportions. In upholding an allocation of income
among the four organizations, the court noted that it was immaterial that
the ownership of the stock and the partnership interests may not have
been in identical persons at the same time. Control was inferred from the
actions of the parties.
The regulations state that a presumption of control arises if income
or deductions have been arbitrarily shifted. The taxpayer is thus placed
in the position of proving that if the mechanical standards of statutory
control are not satisfied, the de facto control also does not exist (Treas.
Reg. Sec. 1.482-1(i)(4)).
C ollateral Adjustm ents

Section 482 can be invoked by the district director to compute true
taxable income whether or not the shifting of income, deductions or
credits, or allowances between controlled taxpayers was due to an inad
vertent act, an improper knowledgeable act, improper accounting, or a
fraudulent or sham transaction (Treas. Reg. Sec. 1.482-1(f)(1)(i)). To
show true taxable income, a distribution, apportionment, or allocation
adjustment may take the form of a decrease or increase in gross income,
deductions including depreciation, the basis of assets including inven
tory, or any other adjustment that may be appropriate. The district

16453 F.2d 1144 (2d Cir. 1972), c e r t . d en ied , 407 U.S. 934, re h ’g . den ied , 409 U.S. 899
(1972), r e v ’g 54 T C 912 (1970). In C a y u g a S e r v ., I n c ., 34 T.C.M. 18 (1975), the Tax
Court reiterated its view that 50-percent ownership does not constitute control.
17202 F.2d 873 (C A -5 ,1953), c e r t . d en ied, 346 U.S. 819, a ff 'g 17 T.C. 231 (1951).
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director will take into account appropriate collateral adjustments that
affect the amount or the effect of a section 482 allocation. Appropriate
collateral adjustments may include correlative adjustments, conforming
adjustments, and setoffs (Treas. Reg. Sec. 1.482-1(g)(2)).
Correlative Allocations. When the district director makes an allocation
under section 482 (called a primary allocation), appropriate correlative allo
cations will also be made with respect to any other member of the group
affected by the allocation. For example, if an allocation of income is made
to one member of a group, a corresponding decrease in the income of the
other member is made. The district director will furnish the taxpayer
with the information regarding the primary and correlative adjustment.
A primary allocation will not be considered to have been made until the
date of the final determination of the allocation is made. This final deter
mination with respect to the allocation includes the following:

•
•
•
•
•

Assessment of tax following execution of a Form 870 with respect to
the allocation
Acceptance of a Form 870-AD
Payment of the deficiency
Stipulation in the Tax Court
Final determination of tax liability by offer-in compromise, closing
agreement, or final resolution of a judicial proceeding
E xam ple 1 7 .1 . In 1996, Y, a U .S . corporation rents a building owned by X ,

also a U .S . corporation. In 1998, the district director determines that the
rental charge paid by Y to X was n ot at arm’s length and proposes to adjust
X ’s income to reflect an arm’s-length rental charge. X consents to the assess
m ent reflecting such adjustm ent by executing Form 870, a W aiver of
Restrictions on A ssessm ent and C ollection o f Deficiency in Tax and
A cceptance o f Overassessment. T h e assessment o f the tax with respect to
such adjustm ent is made in 1998. Thus, the primary allocation is considered
to have been made in 1998.
T h e adjustm ent m ade to X ’s income under section 482 requires a correla
tive allocation with respect to Y’s income. T h e district director notifies X in
writing o f the am ount and nature o f the adjustm ent made with respect to Y.
Y had net operating losses in 1993, 1994, 1995, 1996, and 1997. A lthough a
correlative adjustm ent will not have an effect on Y’s U .S . income tax liabil
ity for 1996, an adjustm ent increasing Y’s net operating loss for 1996 will be
made for purposes o f determining Y’s U .S . income tax liability for 1998 or a
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later taxable year to which the increased net operating loss may be carried
(Treas. Reg. Sec. 1.482-1(e)(iv ), exam ple (1 )).

Conforming Adjustments. Appropriate adjustments must be made to con
form the taxpayer’s accounts to reflect the section 482 allocation, such as
dividends, capital contributions, or repayment of the allocated amount
pursuant to applicable revenue procedures (Treas. Reg. Sec. 1.482-1(g)(3)).
E xam ple 1 7 .2 . U S D , a U nited States corporation, buys Product from its
foreign parent, FP. In reviewing U S D ’s income tax return, the district direc
tor determines that the arm’s-length price would have increased U S D ’s
taxable income by $5 million. T h e district director accordingly adjusts
U S D ’s income to reflect its true taxable income. To conform its cash
accounts to reflect the section 482 allocation m ade by the district director,
U S D applies for relief under Rev. Proc. 65-17, 1965-1 C .B . 833 to treat the
$5 m illion adjustm ent as an account receivable from FP, due as o f the last
day of the year o f the transaction, with interest accruing thereon (Treas. Reg.
Sec. 1.482-1(g)(3 )(ii), exam ple).

Setoffs. When an allocation is made under section 482, any other con

trolled transaction in the same taxable year that is not at arm’s length
and that would result in a setoff against the allocation that would other
wise be made with regard to the first transaction will be taken into
account. Such setoff will be taken into account only if the taxpayer
establishes that the other transaction was not at arm’s length, determines
the amount of the appropriate arm’s-length charge, and documents
the correlative adjustment resulting from the setoff (Treas. Reg. Sec.
1.482-1(g)(4)).
E xam ple 1 7 .3 . P renders services to S in connection with the construction

of S ’s factory. A n arm’s-length charge for such services would be $100,000.
During the same taxable year, P makes available to S a m achine to be used in
such construction. P bills S $125,000 for the services, but does not bill for
the use of the m achines. N o allocation will be made with respect to the
undercharge for the m achine if the following occurs. P notifies the district
director o f the basis o f any claim ed setoff within 30 days after the date o f a
letter by which the district director transmits an exam ination report noti
fying P o f proposed adjustments, and can establish that the excessive charge
for services was equal to an arm’s-length charge for the use o f the machine
and that the taxable income and income tax liabilities o f P are not distorted,
and docum ents the correlative adjustm ent resulting from the setoff (Treas.
Reg. Sec. 1.482-1(g )(4 )(iii), exam ple (1)).
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Creation of Incom e

The district director may “create” income under the authority of section
482. The Code allows the district director to distribute, apportion, or
allocate. Regulatory authority for the creation of income is contained in
Treas. Reg. Sec. 1.482-1(f)(1)(ii), which states that the district director
may allocate income “notwithstanding the fact that the ultimate income
anticipated from a series of transactions may not he realized is realized
during a later period.” (Emphasis added.) This regulatory authority has
been upheld by the courts.18

Arm ’s-Length Standards
In general, for purposes of determining the true taxable income of a
taxpayer under section 482, the arm’s-length result of a controlled trans
action is the amount of consideration that would have been charged or
paid (or the profits that would have been earned) in comparable trans-

18Until the decision in B. F o r m a n , I n c ., 453 F.2d 1144 (2 d Cir. 1972), c e r t . den ied, 407
U.S. 934, re h ’g den ied, 409 U.S. 899 (1972), r e v ’g 54 T.C. 912 (1970), the courts had
taken the position that section 482 did not authorize the district director to first create
and then to allocate income. As was expressed in Simon J . M u rp h y Co., 231 F.2d 639
(CA-6, 1956) r e v ’g a n d re m ’g 2 2 T.C. 1341 (1954), the commissioner “is not authorized
to transfer income or deductions fr o m one controlled organization to another, unless, by
reason of the relationship, the original distribution between the two entities, as reflected
by the books, is in substance a fictitious one, improperly reflecting form instead of sub
stance.” In T e n n e ssee -A r k a n s a s G r a v e l C o ., 112 F.2d 508 (CA-6, 1940), r e v ’g a n d r e m ’g
B.T.A. Memo. (June 30, 1938), the taxpayer rented equipment to an affiliate. The affili
ate was unable to pay the rent since it operated at a loss. By an oral agreement the next
year, no charge was made for the use of the equipment. The commissioner attempted to
allocate rental income to Tennessee-Arkansas Gravel. The court rejected the allocation
on the grounds that the commissioner was not authorized to set up income where none
existed. In S m ith -B rid g m a n & C o ., 16 T.C. 287 (1951), the commissioner attempted to
add $5,800 to the taxable income of the taxpayer, constituting interest that supposedly
should have been charged on non-interest-bearing loans to the parent company. The
court stated that the commissioner had not allocated gross income but had created
income where none, in fact, existed. The issue of creating interest income arose again in
PPG In d u strie s, In c ., 55 T.C. 928 (1970), when the commissioner attempted to allocate
interest income to the taxpayer in 1960 for an interest-free loan made to the taxpayer’s
subsidiary in 1940. The court refused to authorize the creation of income and could not
understand how loans made in 1940 could be considered as the transaction basis for the
1960 allocation. As late as 1971 in H u b e r Homes, In c ., 55 T.C. 598 (1971), the Tax
Court stated that the courts will not authorize the creation of income out of a trans
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actions between uncontrolled taxpayers. The comparability of controlled
and uncontrolled transactions must be determined under the provisions
specified in the regulations. The regulations specify arm’s-length methods
to be applied for loans and advances, services, and property.
Best Method Rule. The arm’s-length result of a controlled transaction
must be determined under the method that provides the most accurate
measure of an arm’s-length result under the facts and circumstances of
the transaction. This is called the best method rule. The factors to be con
sidered in selecting a method include the completeness and accuracy of
the data used to apply each method and the degree of comparability
between controlled and uncontrolled transactions. In addition, it may
also be relevant to consider whether the results of the analysis are consis
tent with the results of an analysis under another method (Treas. Reg.
Sec. 1.482-1(c)(2)). If two or more methods produce inconsistent
results, the best method rule will be applied to select the method that
provides the most reliable determination of an arm’s-length result. If the
best method rule does not clearly indicate which method should be

action in which no income was realized. The H u b e r H o m e s , In c. case involved a builder
who was unable to sell a number of homes in an area he had developed. He therefore sold
these houses at cost to a wholly owned subsidiary actively engaged in the business of rent
ing homes to the public. The commissioner’s allocation of profit equal to the difference
between the fair market value and the cost to Huber Homes, Inc., was rejected by the
Tax Court, since no income from the transfer was actually realized by either Huber
Homes, Inc., or the subsidiary. This series of defeats came to a halt in B. F o r m a n C o .
when the second circuit court held the commissioner’s allocation of interest on non-interestbearing notes was proper. The court, in rejecting H u b e r Homes, In c., Sm ith-B rid gm an & C o .,
T e n n e ssee -A r k a n s a s G r a v e l C o ., and PPG In d u strie s, In c ., stated that these cases “are not
in accord with either economic reality, or with the declared purpose of Section 482. They
seriously impair the usefulness of Section 482. These cases may be correct from a pure
accounting standpoint. Nevertheless, interest income may be added to taxpayers’
incomes, as long as a correlative adjustment is made. . . for then the true taxable income
of all involved will be properly reflected.” (B. F o r m a n C o . In c ., 453 F.2d 1144) Within a
short period of time, the eighth circuit in K a hler C o r p . v. C o m m ., 486 F.2d 1 (CA-8,
1973), af f 'g 58 T.C. 496 (1972), the ninth circuit in K e rry In v e stm e n t C o . v. C o m m .,
5 0 0 F.2d 108 (CA-9, 1974), a f f 'g 58 T.C. 479 (1972), and the fifth circuit in F itzg e rald
M o to r C o . V. C o m m ., 508 F.2d 1096 (CA-5, 1975), af f 'g 6 0 T.C. 957 (1973), joined the
second circuit in allowing the commissioner to “create” interest income from non-interestbearing notes. In L a th a m P a r k M a n o r , In c ., 6 9 T.C. 199 (1977), the Tax Court held that
the commissioner may allocate interest income if there is a non-interest-bearing loan
between controlled corporations even though the borrowed funds do not generate
income for the borrower.
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selected, an additional factor that may be taken into account in selecting
a method is whether any of the competing methods provide results that
are consistent with the results obtained from the appropriate application
of another method (Treas. Reg. Sec. 1.482-1(c)(2)(iii)).

Com parability
The basic factors to be evaluated for determining comparability of a con
trolled transaction and an uncontrolled transaction include the following:
Functions
Contractual terms
Risks
Economic conditions
Property or services
In general, for two transactions to be considered comparable, an
uncontrolled transaction must be sufficiently similar but need not be
identical or exactly comparable to the controlled transaction. Adjust
ments may be made to the results of an uncontrolled transaction, if
necessary, to account for material differences between the controlled and
uncontrolled transactions, if the effect of these differences on prices or
profits can be ascertained with sufficient accuracy to improve the relia
bility of the results. These adjustments should be based on commercial
practices, economic principles, or statistical analyses, as applied to the
available data (Treas. Reg. Sec. 1.482-1(d)(2)).
E xam ple 1 7 . 4 . F S manufactures product X X and sells that product to its

parent corporation, P. F S also sells product X X to uncontrolled taxpayers at
a price o f $100 per unit. Except for the volume o f each transaction, the sales
to P and to uncontrolled taxpayers take place under substantially the same
econom ic conditions and contractual terms. In uncontrolled transactions,
FS offers a 2-percent discount for quantities o f 20 per order, and a 5-percent
discount for quantities o f 100 per order. If P purchases product X X in quan
tities o f 60 per order, it may be assumed that the arm’s-length price to P
would be $100, less a discount o f 3.5 percent. If P purchases product X X
in quantities o f 1,000 per order, in the absence o f further information about
uncontrolled transactions at sim ilar order quantities, a volume discount
greater than 5 percent can be assumed only on the basis o f proper eco
nom ic and statistical analysis, not necessarily a linear extrapolation from the
2-percent and 5-percent catalog discounts applicable to sales o f 20 and 100
units, respectively (Treas. Reg. Sec. 1.482-1(d )(3 )(ii)(C ), exam ple (2 )).
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Functions. The comparison of the similarity of functions performed

by controlled and uncontrolled taxpayers is based upon a functional
analysis. Functional analysis identifies and compares the economically
significant activities actually undertaken or to be undertaken by the
taxpayers in both controlled and uncontrolled transactions. Although a
functional analysis is not a pricing method and does not itself determine
the arm’s-length result for the controlled transaction under review, func
tional analysis identifies functions that may need to be accounted for
in determining the comparability of two transactions. These functions
might include research and development; product design and engineer
ing; manufacturing or process engineering; product fabrication, extraction,
and assembly; purchasing and materials management; marketing and
distribution functions including inventory management, warranty
administration, and advertising and marketing activities; transportation
and warehousing; and managerial, legal, accounting and finance, credit
and collection, training, and personnel management services (Treas.
Reg. Sec. 1.482-1(d)(3)(i)).
Contractual Terms. The determination of whether the controlled and

uncontrolled transactions are comparable requires a comparison of the
significant contractual terms that could affect the prices that would be
charged or paid, or the profit that would be earned in the two trans
actions. These terms include the form of consideration charged or paid;
payment terms or related financing arrangements; the volume of prod
ucts purchased or sold; warranty obligations; rights to updates, revisions,
or modifications; the duration of relevant contracts and related termina
tion or renegotiation rights; collateral transactions or ongoing business
relationships between the buyer and the seller, including arrangements
for the provision of ancillary or subsidiary services; and extension of
credit and payment terms (Treas. Reg. Sec. 1.482-1(d)(3)(ii)).
Risk. The determination of whether controlled and uncontrolled trans
actions are comparable requires a comparison of the significant risks
borne in each transaction. This comparison ordinarily consists of analyz
ing the contractual terms between the parties and the economic
substance of that transaction. In considering the economic substance of
the transaction, the following are relevant:

•

Whether the pattern of the controlled taxpayer’s conduct over time
is consistent with the purported allocation of risk between the con
trolled taxpayers
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Whether a controlled taxpayer has the financial capacity to fund
losses that might be expected to occur as the result of the assump
tion of a risk
The extent to which each controlled taxpayer exercises managerial
or operational control over the business activities that directly influ
ence the amount of income or loss realized

Risks that ordinarily must be considered include market risks such as
fluctuations in cost, demand, pricing, and inventory levels; risks associ
ated with the success or failure of research and development activities;
financial risks including fluctuations in foreign currency rates of ex
change and interest rates; credit and collection risks; product liability
risks; and general business risks related to the ownership of property,
plant, and equipment (Treas. Reg. Sec. 1.482-1(d)(3)(iii)).
E xam ple 1 7 .5 . FD, the wholly-owned foreign distributor o f U S M , a U .S .

manufacturer, buys widgets from its parent under a written five-year contract
that was entered into before any transaction between the two parties. FD has
adequate financial capacity to fund losses that may be expected to occur as a
result o f the transaction. W idgets are a new product in the market in which
FD operates. U nder the terms o f the contract, FD must buy 20,000 units o f
widgets at $5 per unit for each o f the five years o f the contract, and FD must
finance any marketing strategies to introduce widgets to the foreign market.
In Years 1, 2, and 3, a total o f only 10,000 widgets were sold by FD to unre
lated parties at $11 per widget. However, FD, as required by the contract,
bought 20,000 units each year. In Year 4, the demand for widgets rose
dramatically. FD was able to sell its entire inventory o f widgets at $25 per
widget. Because the allocation o f the m arket risks borne by FD was docu
m ented in a written agreement entered into before the result o f the risk was
known or reasonably knowable, and the conduct o f FD was consistent with
the econom ic substance o f the contract, FD will be deemed to bear the
market risk (Treas. Reg. Sec. 1.482-1(d )(3 )(iii)(C ), exam ple (1 )).

Economic Conditions. The determination of whether the controlled and
uncontrolled transactions are comparable requires a comparison of the
significant economic factors that could affect the prices that would be
charged or paid, or the profit that would be earned in the two trans
actions. These factors include the following:

•
•

The similarity of geographic markets
The relative size of each market, the extent of the overall economic
development in each market
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The level of the market
The relevant market shares for the products, properties, or services
transferred or provided
The location-specific costs of the factors of production and distribution
The extent of competition in each market with regard to the prop
erty or services under review
The economic condition of the particular industry (Treas. Reg. Sec.
1.482-1(d)(3)(iv)).

Property or Services. The determination of whether controlled and
uncontrolled transactions are comparable requires a comparison of the
property or services transferred in the transactions. With respect to
transfers of tangible or intangible property, the degree of similarity
required will vary depending upon the method applied (Treas. Reg. Sec.
1.482-1(d)(3)(v)).
Special Circumstances. There are certain circumstances in which the
price for a controlled transfer of property may be other than the amount
charged in an otherwise comparable uncontrolled transaction, because of
market share strategy pricing policies, because of price differences in
different geographic markets, or because of isolated transactions. In the
situations of pricing because of a pricing strategy that is undertaken to
enter new markets, to increase a product’s share of an existing market, or
to meet competition in an existing market, a controlled transaction may
be priced in such a manner only if it can be shown that such price would
have been charged in an uncontrolled transaction under comparable
circumstances for a comparable period of time. The following additional
conditions must also be documented:•

•

•

•

The costs incurred to implement the market share strategy are home
by the controlled taxpayer that would obtain the future profits that
result from that strategy and it is reasonably likely to result in future
profits that reflect an appropriate return on the costs incurred to
implement it.
The market share strategy is pursued for a period of time that is rea
sonable, taking into consideration the industry and product in
question.
The market share strategy, the related costs and expected returns,
and any agreement between the controlled taxpayers to share the
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related costs, were established before the strategy was implemented
(Treas. Reg. Sec. 1.482-1(d)(4)(i)).
E xam ple 1 7 .6 . F O R S U B , an X Country corporation, is a wholly owned sub
sidiary of USP, a U nited States manufacturer. U S P establishes a transfer price
to F O R S U B which is intended to accom plish an objective of increasing its
product’s share o f the market in Country X. T his transfer price reflects
increased m arket developm ent expenses which are incurred by FO R SU B .
U S P can docum ent that a competitor engaged in a comparable strategy under
comparable circum stances for a comparable period o f time. In this situa
tion, U S P is not required to locate a comparable uncontrolled transaction
that would satisfy the C U P method. U S P must provide docum entation, if
requested, that substantiates the following:

1.

T h e costs incurred to implement the market share strategy are borne by
F O R SU B , and there is reasonable likelihood that the strategy will result
in future profits that reflect an appropriate return in relation to the costs
incurred to implement it.

2.

T he market share strategy is pursued only for a period o f time that is rea
sonable, taking into consideration F O R S U B ’s industry and the product
in question.

3.

T he market share strategy, and related costs and expected returns, and
any agreement between U S P and F O R S U B to share related costs, were
established before the market share strategy was implemented.

Usually uncontrolled comparables should be derived from the geo
graphic market in which the controlled taxpayer operates. If information
from the same market is not available, an uncontrolled comparable
derived from a different geographic market may be considered if appro
priate adjustments are made to account for differences between the two
markets (Treas. Reg. Sec. 1.482-1(d)(4)(ii)).
E xam ple 1 7 .7 . M anuco, a wholly-owned foreign subsidiary o f P, a U .S . cor
poration, manufactures products in Country Z for sale to P. N o uncontrolled
transactions are located that would provide a reliable measure o f the arm’slength result under the comparable uncontrolled price m ethod. T he district
director considers applying the cost plus m ethod or the comparable profits
method. Inform ation on uncontrolled taxpayer performing comparable func
tions under comparable circumstances in the same geographic market are
not available. Therefore, adjusted data from uncontrolled manufacturers in
other markets may be considered in order to apply the cost plus method. In
this case, comparable uncontrolled manufacturers are found in the U nited
States. Accordingly, data from the comparable U .S . controlled m anufac
turers, as adjusted to account for differences between the U nited States and
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Country Z’s geographic market, is used to test the arm’s-length price paid
by P to M anuco. However, the use o f such data may affect the reliability o f
the results for purposes o f the best m ethod rule (Treas. Reg. Sec. 1.482l(d )(4 )(ii)(B ), exam ple).

If an uncontrolled taxpayer operates in a different geographic market
than the controlled taxpayer, adjustments may be necessary to account
for significant differences in costs attributable to the geographic locations
(location savings). These adjustments are based on the effect these
differences might have on the consideration charged or paid in the con
trolled transfer, given the relative competitive positions of buyers and
sellers in each location (Treas. Reg. Sec. 1.482-1(d)(4)(ii)).
E xam ple 1 7 .8 . Couture, a U .S . apparel design corporation, contracts with

Sewco, its wholly owned Country Y subsidiary, to manufacture its clothes.
C osts of production in Country Y are significantly lower than the costs of
manufacturing in the U nited States. A lthough clothes with the Couture
label sell for a premium price, the actual production of the clothes does not
require significant specialized knowledge, and could be performed by several
apparel-production firms comparable to Sewco in similar geographic markets.
Thus, the fact that production is less costly in Country Y will not, in and
o f itself, justify additional profits derived from lower costs o f manufacturing
in Country Y inuring to Sewco, because o f the com petitive effects attrib
utable to the other producers in similar geographic markets capable o f
performing the same functions at the same low costs (Treas. Reg. Sec. 1.482l(d )(4 )(ii)(D ), exam ple).

Isolated transactions between uncontrolled taxpayers, and trans
actions arranged primarily for the purpose of establishing an arm’s-length
result with respect to a controlled transaction, ordinarily will not consti
tute comparable transactions for purposes of this section. In the case of
tangible property, uncontrolled transactions should ordinarily be signifi
cant in number and amount, and should occur in the ordinary course of
business in order to be considered comparable uncontrolled transactions
for purposes of section 482 (Treas. Reg. Sec. 1.482-1(d)(4)(iii)).
Arm’s-Length Range

In some situations, application of a single pricing method selected under
the best method rule may produce a number of results from which a
range of reliable results may be derived, rather than a single price. An
arm’s-length range is ordinarily determined by applying the best method
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rule to two or more comparable and reliable uncontrolled transactions. If
there are material differences between the controlled and uncontrolled
transactions, adjustments must be made to the uncontrolled transaction
if the effect of the difference on price or profits can be ascertained with
sufficient accuracy to improve the reliability of the results.
The uncontrolled comparables that meet the following conditions
will be included in the arm’s-length range:
•

•
•

The information on the controlled transaction and uncontrolled
comparables is sufficiently complete that it is likely that all material
differences have been identified.
Each material difference has a definite and reasonable ascertainable
effect on price or profit.
An adjustment is made to eliminate the effect of each of the mate
rial differences (Treas. Reg. Sec. 1.482-1(e)(2)(iii)).

If there are no uncontrolled comparables that satisfy the above
conditions, the arm’s-length range is derived from the results of all
uncontrolled comparables that achieve a similar level of comparability
and reliability. If the reliability must be increased and it is possible to do
so, the range is adjusted by applying valid statistical techniques to the
uncontrolled transactions selected. The reliability of the analysis is
increased when the statistical methods used to establish the range pro
duce a 75-percent probability of a result falling above the lower end of
the range and a 75-percent probability of a result falling below the upper
end of the range. If exactly 25 percent of the results are at or below the
25th percentile, then the 25th percentile is equal to the average of that
result and the next higher result. The 75th percentile is determined
analogously. The interquartile range ordinarily provides an acceptable
measure of this range. It is the range from the 25th to the 75th per
centile. The district director may propose an allocation on the basis of a
single comparable uncontrolled price. However, if the taxpayer subse
quently demonstrates the results claimed on its income tax return are
within the range established by additional equally reliable comparable
uncontrolled prices, no allocation will be made. On the other hand, if
the taxpayer’s results fall outside of this range, the district director may
make allocations that adjust the result to any point within the range,
ordinarily the median of the results. A different statistical method may
be applied if it provides a more reliable measure.
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E xam ple 17 .9 . To evaluate the arm’s-length result of a controlled transaction

between U S Su b , the U nited States taxpayer under review, and FP, its foreign
parent, the district director considers applying the resale price method. T h e
district director identifies ten potential uncontrolled transactions. T h e dis
tributors in all ten uncontrolled transactions purchase and resell similar
products and perform similar functions to those o f U S Su b . D ata with respect
to three of the uncontrolled transactions are very limited, and although
some material differences can be identified and adjusted for, the level o f
comparability o f these three uncontrolled comparables is significantly lower
than that o f the other seven. Further, of those seven, adjustments for the
identified m aterial differences can be reliably m ade for only four o f the
uncontrolled transactions. O f these four, there are some product and func
tional differences between the four uncontrolled comparables and U SSu b.
However, the data are sufficiently com plete to determine the effect o f the
differences. Applying the resale price m ethod to the four uncontrolled trans
actions and making the required adjustments for these differences, the
following results are derived by the district director.
Uncontrolled Comparable

Result ($ price)

1

42.00
44.00
45.00
47.50

2
3
4

It cannot be established in this case that all material differences are likely
to have been identified and reliable adjustments made for those differences.
Accordingly, if the resale price m ethod is determined to be the best method,
the arm’s-length range must be established. In this case, the interquartile
range is from $43 [($42 + 43)/2] to $46.25 [($45 + 47.50)/2]. If U S S u b ’s
price falls outside this range, the district director may make an allocation. In
this case, the allocation would be to the median of the results ($44.50)
(Treas. Reg. Sec. 1.482-1(e )(5 ), exam ple (5 )).

Specific Pricing Rules
The regulations provide standards for arm’s-length transactions and
guidelines for establishing a deemed arm’s-length price in five common
areas of transactions between controlled entities. These deemed arm’slength prices offer safe haven from a section 482 challenge if the
guidelines are satisfied. The following are the five common areas:
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Loans or advances
Performance of services
Use of tangible property
Transfer of intangible property
Transfer of tangible property

Loans or Advances

If one member of a group of controlled entities makes a loan or advance
or becomes a creditor of another member of the group on bona fide
indebtedness and either charges no interest or charges interest at a rate
which is not equal to an arm’s-length rate of interest, then a Section 482
allocation may be made.
The allocation of interest applies to interest on bona fide indebted
ness, such as loans or advances of money or other consideration (whether
or not evidenced by a written instrument), and indebtedness arising in
the ordinary course of business from sales, leases, or the rendition of
services by or between members of the group, or any other similar exten
sion of credit (Treas. Reg. Sec. 1.482-2(a)(1)(ii)(A )). The allocation of
interest rules do not apply to indebtedness which is not in fact a bona
fide indebtedness (so-called alleged indebtedness). Examples of alleged
indebtedness are contributions to the capital of a corporation or a distri
bution by a corporation with respect to its shares, and payments on a
debt instrument with respect to a transaction between controlled entities
which in substance is a lease rather than a sale (Treas. Reg. Sec. 1.4822(a)(l)(ii)(B )).
In general, the period for which interest shall be charged with
respect to a bona fide indebtedness between controlled entities begins on
the day after the day the indebtedness arises and ends on the day the
indebtedness is satisfied (whether by payment, offset, cancellation, or
otherwise). There are provisions that contain certain alternative periods
during which interest is not required to be charged on certain indebted
ness. These exceptions apply only to indebtedness incurred in the
ordinary course of business from sales, services, etc.; between members
of the group; and not evidenced by a written instrument requiring the
payment of interest, referred to as “intercompany trade receivables.” The
period for which interest is not required to be charged on intercompany
trade receivables is called the “interest-free period” (Treas. Reg. Sec,
1.482-2(a)(l)(iii)(A)).
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Interest is not required to be charged on intercompany trade receiv
ables for the following:
•

•

•

•

On an intercompany trade receivable until the first day of the third
calendar month following the month in which the intercompany
trade receivable arises, there is no interest.
In the case of an intercompany trade receivable arising from a trans
action in the ordinary course of a trade or business that is actively
conducted outside the United States by the debtor, there is no inter
est until the first day of the fourth calendar month following the
month in which the intercompany trade receivable arises.
In the industry of the creditor and unrelated persons, it is a regular
trade practice to allow unrelated parties a longer period without
charging interest on similar transactions giving rise to intercompany
trade receivables, and a longer interest-free period is allowed with
respect to a comparable amount of intercompany trade receivables.
If, in the ordinary course of business, one member of the group
purchases property from another member of the group for resale to
unrelated persons located in a particular foreign country, the related
purchaser and the related seller may use as the interest-free period
for the intercompany trade receivables arising during the related
seller’s taxable year from the purchase of such property within the
same product group, an interest-free period equal to the sum of the
number of days in the related purchaser’s average collection period
(see Treas. Reg. Sec. 1.482-2(a)(2)) for sales of property within the
same product group (three-digit SIC Code) sold in the ordinary
course of business to unrelated persons located in the same foreign
country, plus ten calendar days (up to 183 days) (Treas. Reg. Sec.
1.482-2(a)(1)(iii)(B) through (E)).

Arm’s-Length Interest Rate. For purposes of section 482, an arm’s-length

rate of interest is a rate of interest which was charged, or would have
been charged, at the time the indebtedness arose, in independent trans
actions with or between unrelated parties under similar circumstances.
Relevant factors to be considered include the principal amount and
duration of the loan, the security involved, the credit standing of the
borrower, and the interest rate prevailing at the situs of the lender or
creditor for comparable loans between unrelated parties (Treas. Reg. Sec.
1.482-2(a)(2)(i)).
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If the loan or advance represents the proceeds of a loan obtained by
the lender at the situs of the borrower, the arm’s-length rate for any tax
able year must be equal to the rate actually paid by the lender, increased
by an amount which reflects the costs or deductions incurred by the
lender in borrowing such amounts and making such loans, unless the
taxpayer establishes a more appropriate rate (Treas. Reg. Sec. 1.4822(a)(2)(ii)).
For certain loans and advances made after May 8, 1986 (and term
loans or advances made before August 7, 1986, pursuant to a written
contract entered into before May 9, 1986), there are safe-haven interest
rates. The safe-haven interest rate is based on the applicable federal rate.
The rate of interest actually charged is that rate that is not less than 100
percent of the applicable Federal rate (the lower limit), and not greater
than 130 percent of the applicable Federal rate (the upper limit).19
If either no interest is charged or if the rate of interest charged is less
than the lower limit, then an arm’s-length rate of interest shall be equal
to the lower limit, compounded semiannually. If the rate of interest
charged is greater than the upper limit, then an arm’s-length rate of
interest shall be equal to the upper limit, compounded semiannually.
In the case of any sale-leaseback described in section 1274(e), the lower
limit is 110 percent of the applicable Federal rate, compounded semi
annually (Treas. Reg. Sec. 1.482-2(a)(l)(iii)).
If the lender in a loan or advance transaction is regularly engaged in
the trade or business of making loans or advances to unrelated parties,
the safe-haven rates do not apply, and the arm’s-length interest rate to be
used, determined by reference to the interest rates charged in such trade
or business by the lender on loans or advances of a similar type made to
unrelated parties at and about the time the loan or advance was made
(Treas. Reg. Sec. 1.482-2(a)(2)(iii)(D)).

19T h e safe-haven rules for certain loans or advances existing before July 24, 1975, pro
vided for an interest rate of at least 4 percent but not one in excess of 6 percent;
otherwise a 5-percent rate would be imputed unless the taxpayer established a more
appropriate rate. For loans made between July 24, 1975, and June 30, 1981, the safehaven rules provided for an interest rate of at least 6 percent but not one in excess of
8 percent; otherwise a 7-percent rate would be imputed unless the taxpayer established
a more appropriate rate. For loans between July 1, 1981, and May 8, 1986, the rate
was between 11 and 13 percent and a 12-percent rate was imputed unless the taxpayer
established a more appropriate rate.
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The safe-haven interest rates do not apply to any loan or advance
the principal or interest of which is expressed in a currency other than
U.S. dollars (Treas. Reg. Sec. 1.482-2(a)(2)(iii)(E)).
Section 7872 provides that loans between related parties with no
stated interest rate or a below market interest rate, will be recharacter
ized to reflect the substance of the underlying transaction. The substance
of the transaction reflects two underlying transactions: a loan to the
borrower in exchange for a note that requires the payment of interest at
the applicable Federal rate (AFR) coupled with an additional payment
to the borrower, characterized as a gift, compensation, dividend, or capi
tal contribution depending on the kind of transaction. Section 7872 does
not apply to a below market loan between a foreign parent and its U.S.
subsidiary unless the interest income imputed to the foreign parent is
effectively connected with the conduct of a U.S. trade or business and
not exempt from U.S. taxation under an applicable income tax treaty
(Temp. Treas. Reg. Sec. 1.7872-5T(2)).
Performance of Services

When one member of a controlled group performs services such as mar
keting, technical, management, or administration services, allocation to
approximate an arm’s-length charge will be made under the so-called
benefits test. Allocations made will be consistent with relative benefits
that were intended from the service. If the probable benefits to the mem
ber receiving the service are so indirect or remote that an unrelated party
would not have charged for the service, no allocation will be made.
Treas. Reg. Sec. 1.482-2(b)(2) provides several examples demonstrating
this concept:
E xam ple 1 7 .1 0 . X and Y are members o f the same group o f controlled enti

ties. X operates an international airline, and Y owns and operates hotels
in several cities serviced by X. X , in conjunction with its advertising, shows
pictures o f Y’s hotels and mentions the nam es o f Y’s hotels. T h e primary
benefit o f the advertising is to X, but Y will also receive substantial benefits.
Since an unrelated party would have charged Y for such advertising, X must
charge Y an arm’s-length rate according to the benefits each receives (Treas.
Reg. Sec. 1.482-2(b )(2)(i), exam ple ( 1 )).
E xam ple 1 7 .1 1 . Assum e the same facts as exam ple 17.10, except that X ’s

advertising neither m entions nor pictures Y’s hotels. A lthough it is reason
able to anticipate that increased air travel attributable to X ’s advertising will
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result in some benefit to Y due to increased patronage by air travelers, the
district director will not m ake an allocation with respect to such advertising
since the probable benefit to Y was so indirect and remote that an unrelated
hotel operator would not have been charged for such advertising (Treas. Reg.
Sec. 1.482-2(b )(2)(i), exam ple (2 )).

Allocations will also not be made if the service is a mere duplication
of a service that the related party has independently performed or is
performing for itself. For example, if a company has a qualified staff to
perform financial analysis of borrowing needs and a plan is reviewed by a
related party to determine feasibility, no allocation will be made (Treas.
Reg. Sec. 1.482-2(b)(2)(ii), example (2)).
Although an arm’s-length rate is the amount charged in an indepen
dent transaction between unrelated parties, it is also the amount charged
if services are an integral part of the taxpayer’s business. If services are
not an integral part of business, a deemed arm’s-length charge is equal
to costs or deductions incurred, unless the taxpayer establishes that a dif
ferent charge is more appropriate. Costs or deductions that must be
included are (1) direct costs such as compensation, bonuses, travel
expenses, materials, and supplies and (2) indirect costs such as utilities,
occupancy, supervising and clerical compensation, and an allocable
portion of overhead. Interest expenses on indebtedness not incurred
specifically for the benefit of another member of the group, expenses
associated with issuing stock and maintaining shareholder relations, and
expenses incurred because of compliance with governmental regulations
not directly related to the service performed, are not considered in the
computation of costs (Treas. Reg. Sec. 1.482-2(b)(4) and (5)).
Where an arm’s-length charge for services rendered is determined
with reference to costs or deductions, and a member has allocated and
apportioned costs or deductions to reflect arm’s-length charges by
employing sound accounting practices which produce a reasonable and
consistent method of allocation and apportionment, this method will be
accepted. If the method of allocation and apportionment employed
is not reasonable and in keeping with sound accounting practice, the
method of allocating and apportioning costs or deductions for the pur
pose of determining the amount of arm’s-length charges will be based on
the particular circumstances involved. It may be appropriate to use one
or more allocation bases. In establishing the method of allocation and
apportionment, appropriate consideration should be given to all bases
and factors, including, for example, total expenses, asset size, sales, manu
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facturing expenses, payroll, space utilized, and time spent. The costs incurred
by supporting departments may be allocated to other departments on the
basis of reasonable departmental overhead rates. Allocations and appor
tionments of costs or deductions must be made on the basis of the full
cost as opposed to the incremental cost (Treas. Reg. Sec. 1.482-2(b)(6)).
E xam ple 1 7 .1 2 . W Corporation performs m arketing services for X , a related
corporation. Services are not an integral part o f W ’s business. During the
year, W incurred costs related to marketing services for W and X as follows:

Direct C osts
Salaries o f marketing personnel
Travel expenses
Supplies
Indirect Costs
Clerical
Utilities, depreciation, etc.

Total

W

X

$137,000
25,000
4,000

$ 85,000
15,000
2,500

$52,000

$166,000

$102,500

$63,500

$28,540

$17,460

10,000

1,500

$28,000
18,000
$46,000

Indirect costs have been consistently allocated based on salaries o f m ar
keting personnel. T h e arm’s-length charge from W to X must be $80,960,
computed as follows:
Direct costs
Indirect costs $52,000/$137,000 X $46,000

$63,500
17,460
$80,960

Services as an Integral Part of Business. When services are an integral
part of a business, a true arm’s-length rate must be charged. Services are
deemed an integral part of a business in four situations:

1.
2.
3.
4.

The tenderer of the services or the recipient is engaged in a trade or
business of rendering similar services to unrelated parties.
The rendering of services to one or more related parties is one of the
principal activities of the renderer.
The renderer is particularly capable of rendering services and such
services are a principal element in the operations of the recipient.
The recipient has received the benefit of a substantial amount of
services from one or more related parties during its taxable year.
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As indicated above, services are an integral part of a business when
the renderer of the services or the recipient is engaged in a trade or busi
ness of rendering similar services to one or more unrelated parties (Treas.
Reg. Sec. 1.482-2(b)(7)(i)).
Services are also an integral part of a business if rendering services
to one or more related parties is one of the principal activities of the
renderer (Treas. Reg. Sec. 1.482-2(b)(7)(ii)). Except in the case of
services that constitute a manufacturing, production, extraction, or con
struction activity, the services are not considered a principal activity
if their cost to the renderer for the taxable year does not exceed 25 per
cent of total costs or deductions (excluding costs of goods sold).
Although the 25-percent test does not apply to manufacturing activities,
such activities are included in total costs for purposes of the 25-percent
test for service activities.
E xam ple 1 7 .1 3 . G Corporation, a manufacturer not in the business of

rendering services, performs manufacturing and marketing services for H, an
affiliated corporation. During the taxable year, the cost o f manufacturing o f
G Corporation was $2.5 million. T h e cost o f rendering marketing services
for H was $820,000. M anufacturing activities performed for related parties
are excluded from consideration under the 25-percent test; however, m anu
facturing costs are included for purposes o f determining total costs. Services
are not considered a principal activity o f G Corporation, since the services’
costs were 24.7 percent o f total costs ($820,000 / [$2,500,000 + $829,000]).
T he arm’s-length charge for marketing services rendered H is cost. If the
percentage exceeded 25 percent, the arm’s-length charge for marketing
services rendered to H must be the am ount charged in an independent trans
action between unrelated parties.

Services are considered an integral part of a business if the renderer
of services is particularly capable of rendering the services and the ser
vices are a principal element in the operations of the recipient (Treas.
Reg. Sec. 1.482-2(b)(7)(iii)). The related party rendering the services is
considered particularly capable when advantageous circumstances exist,
such as the utilization of special skills and reputation, utilization of an
influential relationship with customers, or utilization of its intangible
property. If the cost of the services is substantially greater than the value,
the party rendering the services is not considered particularly capable of
rendering its services.
E xam ple 1 7 .1 4 . A and B are members o f the same group o f controlled enti

ties. A is a savings and loan association engaged in the business o f making
mortgage loans. In connection with mortgage loans, adequate fire insurance
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is required on any structures mortgaged. A ’s borrowers are not required to
take out fire insurance from any particular insurance company. A t the same
time the loan agreement is being finalized, A ’s employees suggest that the
borrower take out insurance from B, an insurance agency. M ost o f A ’s
borrowers take out insurance through B. Because o f this utilization o f its
influential relationship with its borrowers, A is particularly capable o f
rendering selling services to B; and since a substantial am ount o f B ’s business
is derived from A ’s borrowers, selling these services is a principal elem ent in
the operation o f B ’s insurance business. Thus, the services rendered by A to
B are an integral part o f the business activity o f A .

Services are also considered an integral part of a business if the recip
ient received benefits of a substantial amount from one or more related
parties (Treas. Reg. Sec. 1.482-2(b)(7)(iv)). Services rendered by one or
more related parties will be considered substantial if their total costs or
deductions to the renderers exceed 25 percent of the total costs or deduc
tions of the recipient during the taxable year. The total costs of the
recipient include the renderers’ costs directly or indirectly related to the
services rendered but exclude amounts paid or accrued to the renderers
and amounts paid or accrued for materials reflected in the recipient’s cost
of goods sold.
E xam ple 1 7 .1 5 . D, E, and F corporations are members o f the same group o f

controlled entities. D and E provide a variety o f services to F. N either D nor
E is in the business o f rendering services. During the taxable year, F’s total
costs, exclusive o f amounts paid to D and E for services rendered and
amounts paid for goods purchased for resale, were $210,000. If the total
direct and indirect costs o f D and E for services rendered to F during F’s tax 
able year exceed $52,500 (25 percent o f $210,000), the services rendered by
D and E to F are considered substantial and an integral part o f the business
activity o f F. In such a case, the arm’s-length charge for services rendered to F
must be the amount that would be charged in an independent transaction
between unrelated parties. If the total direct and indirect costs o f D and E for
services rendered to F are $52,500 or less, the arm’s-length charge is the total
of such costs.

Services Rendered in Connection With the Transfer of Property. The trans

fer of tangible or intangible property by sale, assignment, loan, lease, or
otherwise from one member of a group to another, that is accompanied
by the rendering of services, may trigger an allocation. The amount of
any allocation that may be appropriate is determined under the property
transfer rules. A separate allocation with respect to the services is
not made.
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Services are rendered in connection with the transfer of property
where these services are merely ancillary and subsidiary to the transfer
of the property or to the commencement of effective use of the property
by the transferee. This is a factual question. Examples of ancillary
and subsidiary services are promoting a transaction by demonstrating
and explaining the use of the property, or by assisting in the effective
“starting-up” of the property transferred, or by performing under a guar
antee relating to such effective starting-up (Treas. Reg. Sec. 1.482-2(b)(8)).
Use of Tangible Property

When a member of a controlled group transfers tangible property by
lease or other arrangement to another member without charge or at a
charge not equal to an arm’s-length market rental, a section 482 alloca
tion may be made to reflect an arm’s-length charge. An arm’s-length
rental charge is the amount of rent that would be charged for the use of
similar property, during the time it was in use, in independent trans
actions between unrelated parties under similar circumstances,
considering the period and location of use, the owner’s investment in
the property or rent paid for the property, expenses of maintaining the
property, the type of property involved, its condition, and all other rele
vant facts20 (Treas. Reg. Sec. 1.482-2(c)(1)).
If the leased property is subleased to another related party, the
deemed arm’s-length charge must reflect the rent paid by the lessee to
the owner plus deductions directly and indirectly connected with the
property, such as maintenance, repairs, and utilities paid by the lessee
during the period of the sublease (Treas. Reg. Sec. 1.482-2(c)(2)(iii)).

20T he safe-haven rental charges in the case of certain leases entered into before May 9,
1986, and for leases entered into before August 7, 1986, pursuant to a binding written
contract entered into before May 9, 1986 is equal to the sum of the following amounts:
1. The depreciable basis divided by the total useful life (one-year’s straight-line
depreciation).
2. Three percent of the depreciable basis.
3. The amount of expenses directly and indirectly connected with the property and
paid by the owner of the property.
4. The amount of expenses directly and indirectly connected with possession and use
of property by the lessee that is paid by the owner.
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Transfer of Intangible Property
If tangible property or an interest in intangible property is transferred
from one member of a group of controlled entities to another member for
other than an arm’s-length price, the district director may allocate
income to reflect arm’s-length consideration. The permissible methods
are the following;
•
•
•
•

The comparable uncontrolled transaction method
The comparable profits method
The profit split method
Other unspecified methods

The selection of a method for a particular transaction under review is
subject to the best method rule, the comparability analysis, and the
arm’s-length range. The arm’s-length consideration for the transfer of an
intangible determined under this section must be commensurate with
the income attributable to the intangible (Treas. Reg. Sec. 1.482-4(a)).
This means that if an intangible is transferred under an arrangement that
covers more than one year, the consideration charged in each taxable
year may be adjusted to ensure that it is commensurate with the income
attributable to the intangible (Treas. Reg. Sec. 1.482-4(0(2)). Arm’slength consideration for an intangible is not limited by the prevailing
rates of consideration paid for use or transfer of intangibles within the
same or similar industry, nor is it limited because the transaction cannot
be compared with a comparable uncontrolled transaction. The arm’s-length
consideration is usually in the form of a royalty if a transferee of an
intangible pays nominal or no consideration to the controlled transferor
(Treas. Reg. Sec. 1.482-4(f)). If an intangible is transferred in a con
trolled transaction for a lump sum, that amount must be commensurate
with the income attributable to the intangible. In effect, the lump-sum
amount must equal the present value of the projected royalty stream
(Treas. Reg. Sec. 1.482-4(f)(5)).
Intangible property includes the following commercially transfer
able interests that have substantial value independent of the services of
any individual:
•
•
•

Patents, inventions, formulas, processes, designs, or patterns
Copyrights and literary, musical, or artistic compositions
Trademarks, trade names, or brand names
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Franchises, licenses, or contracts
Methods, programs, systems, procedures, campaigns, surveys, studies,
forecasts, estimates, customer lists, or technical data
Other similar items (Treas. Reg. Sec. 1.482-4(b))

Comparable Uncontrolled Transaction Method. The comparable uncon

trolled transaction method evaluates whether the amount charged in a
controlled transfer of intangible property was similar to an arm’s-length
amount in a comparable uncontrolled transaction. The comparable
uncontrolled transaction method, when it can reasonably be applied on
the basis of information involving the same intangible under the same
or substantially the same circumstances, will generally be the most direct
and reliable measure for determining an arm’s-length charge for the trans
fer of intangible property. Factors to be considered in the application
of this method include access to relevant pricing and other financial
information and the existence of an active market, including contempo
raneous transactions involving comparable property between uncontrolled
taxpayers (Treas. Reg. Sec. 1.482-4(c)).
An uncontrolled transaction is comparable to a controlled trans
action if it involves comparable intangible property and takes place
under comparable circumstances. The intangible property involved in an
uncontrolled transfer will be considered comparable to the intangible
property involved in the controlled transfer if both intangibles are used
in connection with similar products or processes within the same general
industry or market; and have substantially the same profit potential. The
profit potential of an intangible is measured by the net present value
of the benefits to be realized (based on prospective profits to be realized
or costs to be saved) through the use or subsequent transfer of the intan
gible, taking into consideration the capital investment and startup
expenses required, the risks to be assumed, and other relevant considera
tions (Treas. Reg. Sec. 1.482-4(c)(2)(iii)(B)).
In evaluating the comparability of the circumstances of the con
trolled and uncontrolled transactions, specific factors that may be
particularly relevant to this method include the following:
•

The terms of the transfer, including the exploitation rights granted
in the intangible, the exclusive or nonexclusive character of any
rights granted, any restrictions on use, or any limitations on the geo
graphic area where the rights may be exploited
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The stage of development of the intangible (including, where appro
priate, necessary governmental approvals, authorizations, or
licenses) in the market in which the intangible is to be used
Rights to receive updates, revisions, or modifications of the intangible
The uniqueness of the property and the period for which it remains
unique, including the degree and duration of protection afforded to
the property under the laws of the relevant countries
The duration of the license, contract, or other agreement, and any
termination or renegotiation rights
Any economic and product liability risks to be assumed by the transferee
The existence and extent of any collateral transactions or ongoing
business relationships between the transferee and transferor
The functions to be performed by the transferor and transferee,
including any ancillary or subsidiary services (Treas. Reg. Sec. 1.4824(c)(2)(iii)(B))

If two or more comparable uncontrolled transactions independently
meet the standard of comparability, these transactions will establish an
arm’s-length range.
E xam ple 1 7 .1 6 . U Spharm , a U .S . pharm aceutical company, develops a new
drug Z that is a safe and effective treatm ent o f the disease zeezee. U Spharm
has obtained patents covering drug Z in the U nited States and in various
foreign countries. U Spharm has also obtained the regulatory authorizations
necessary to market drug Z in the U nited States and in foreign countries.
U Spharm licenses its subsidiary in Country X , Xpharm, to produce and sell
drug Z in Country X. A t the sam e time, it licenses an unrelated company,
Ydrug, to produce and sell drug Z in Country Y, a neighboring country. Prior
to licensing the drug, U Spharm had obtained patent protection and regu
latory approval in both countries and both countries provide similar
protection for intellectual property rights. Country X and Country Y are
similar countries in terms o f population, per capita income, and the inci
dence o f the disease zeezee. Consequently, drug Z is expected to sell in
similar quantities and at similar prices in both countries. In addition, the
costs o f producing and marketing drug Z in each country are expected to be
approximately the same. U Spharm and Xpharm establish terms for licensing
o f drug Z that are identical in every m aterial respect, including royalty rate,
to the terms established between U Spharm and Ydrug. In this case, the
district director determines that the royalty rate established in the Ydrug
license agreement is a reliable measure o f the arm’s-length royalty rate for
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the Xpharm license. If however, the incidence o f the disease zeezee in
Country Y is much higher than in Country X, the profit potential is likely to
be higher in Country Y and the Ydrug license agreement is unlikely to pro
vide a reliable measure o f the arm’s-length royalty rate for the Xpharm
license (Treas. Reg. Sec. 1.482-4(c)(iv )(4), exam ples (1) and (2 )).

The arm’s-length consideration for the controlled transfer of an
intangible is not limited by the consideration paid in any uncontrolled
transactions that do not meet the requirements of the comparable
uncontrolled transaction method. Similarly, the arm’s-length consider
ation for an intangible is not limited by the prevailing rates of
consideration paid for the use or transfer of intangibles within the same
or similar industry (Treas. Reg. Sec. 1.482-4(f)(4)).
Comparable Profits Method. The comparable profits method evaluates
whether the amount charged in a controlled transaction is arm’s length,
based on objective measures of profitability (profit level indicators)
derived from uncontrolled taxpayers that engage in similar business
activities under similar circumstances (Treas. Reg. Sec. 1.482-5(a)).
Ordinarily, the comparable profits method determines an arm’s-length
result based on the amount of operating profit a tested party would have
earned if its profit level indicator was equal to an uncontrolled compa
rable, called comparable operating profit. Comparable operating profit is
calculated by determining a profit level indicator for an uncontrolled
comparable and applying the profit level indicator to the financial data
related to relevant business activity of the tested party (the most
narrowly identifiable business activity for which data incorporating the
controlled transaction is available) (Treas. Reg. Sec. 1.482-5(b)(1)).
A tested party is a participant in the controlled transaction whose oper
ating profit attributable to the controlled transactions can be verified
using the most reliable data and requiring the fewest and most reliable
adjustments, and for which reliable data regarding uncontrolled com
parables can be located. In most cases, the tested party will be the least
complex and will not own valuable intangible property or unique assets.
Before this method is applied, the tested party’s operating income must
be adjusted to reflect all other allocations under section 482 (Treas. Reg.
Sec. 1.482-5(b)(2)). For purposes of the comparable profits method, the
arm’s-length range will be established using comparable operating profits
derived from a single profit indicator (Treas. Reg. Sec. 1.482-5(b)(3)).
Profit level indicators are financial ratios that measure the relation
ships among profits, costs incurred, and resources employed. In any given
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case, a variety of profit level indicators can be calculated. The selection
of appropriate profit level indicators depends upon a number of factors,
including the nature of the activities of the tested party, the reliability of
the available data with respect to comparable uncontrolled taxpayers,
and the extent to which a particular profit level indicator is likely to pro
duce a reasonable determination of the income that the tested party
would have earned had it dealt with controlled taxpayers at arm’s length.
Profit level indicators should be derived from at least a three-year period
including the current taxable year. Profit level indicators that may pro
vide a reliable basis for comparing operating profits of similar controlled
and uncontrolled taxpayers include the following:
•
•

•

Rate of return on capital employed (ratio of operating profit to oper
ating assets)
Financial ratios (ratios showing the relationships between profit and
costs or sales revenue), such as the ratio of operating profit to sales;
and the ratio of gross profit to operating expenses
Other profit level indicators, only when they provide reasonable
indications of the income that the tested party would have earned
had it dealt with controlled taxpayers at arm’s length (Treas. Reg.
Sec. 1.482-5(b)(4))

The comparable profits method compares the profitability of a tested
party to that of uncontrolled taxpayers in similar circumstances. The
comparability of taxpayers is based upon the facts and circumstances and
includes such factors as relevant lines of business, product or service mar
kets involved, asset composition employed, size and scope of operations,
and the stage in a business or product cycle (Treas. Reg. Sec. 1.4825(c)(2)). Comparability is also dependent on resources employed and
risks assumed. Other factors to consider are cost structures, differences in
business experience, or differences in management efficiency (Treas. Reg.
Sec. 1.482-5(c)(2)(iii)). If there are differences between the controlled
and uncontrolled comparable that would materially affect the profits
determined under the relevant profit level indicator, then adjustments
should be made.
E xam ple 17.17. D evC o is a U .S . developer, producer and marketer o f wid

gets. D evC o develops a new “high-tech widget” (htw) which it manufactures
at its foreign subsidiary M anuC o located in Country H. M anuC o sells the
htw to M arkC o (a U .S . subsidiary o f D evC o) for distribution and marketing
in the U nited States. T h e taxable year 1996 is under audit, and the district
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director exam ines whether the royalty rate o f 5 percent paid by M anuC o to
D evC o is an arm ’s-length consideration for the htw technology. It is deter
mined during the exam ination that the comparable profits m ethod will
provide the most reliable measure o f an arm’s-length result. M anuC o is
selected as the tested party because it engages in relatively routine m anufac
turing activities, while D evC o engages in a variety o f complex activities
using unique and valuable intangibles. Finally, because M anuC o engages in
manufacturing activities, it is determined that the ratio o f operating profit to
operating assets is an appropriate profit level indicator.
U ncontrolled taxpayers performing similar functions cannot be found in
Country H. It is determined that data from Countries M and N provide the
best m atch of com panies in a similar market performing similar functions
and bearing similar risks. Such data are sufficiently complete to identify
many o f the material differences between M anuC o and the uncontrolled
comparables, and to m ake adjustments to account for such differences.
However, data are not sufficiently complete so that it is likely that no m ate
rial differences remain. In particular, the differences in geographic markets
might have materially affected the results of the various companies.
In a separate analysis, it is determined that the price that M anuC o
charged to M arkCo for the htw is an arm ’s-length price. Therefore,
M anuC o’s financial data derived from its sales to M arkC o are reliable.
M anuC o’s financial data from 1994-1996 is as follows:

A ssets
Sales to M arkCo
C o st o f G oods Sold
Royalty to D evC o
(5 percent)
O ther
O perating Expenses
Operating Profit

1994

1995

1996

Average

$24,000
25,000
6,250

$25,000
30,000
7,500

$26,000
35,000
8,750

$25,000
30,000
7,500

1,500

1,750
7,000

1,250
5,000
1,000

6 ,0 0 0
1,000

17,750

21,500

1,500

1,000

6 ,0 0 0
1,000

25,250

21,500

Applying the ratios o f average operating profits to operating assets for the
1994 through 1996 taxable years derived from a group o f similar uncon
trolled comparables located in Countries M and N to M anuC o’s average
operating assets for the same period provides a set o f comparable operating
profits. T he interquartile range for these average comparable operating
profits is $3,000 to $4,500. M anuC o’s average reported operating profit for
the year 1994 through 1996 ($21,500) falls outside this range. Therefore, the
district director determines that an allocation may be appropriate for
the 1996 taxable year. To determine the amount, if any, o f the allocation
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for the 1996 taxable year, the district director compares M anuC o’s reported
operating profit for 1996 to the median o f the comparable operating profits
derived from the uncontrolled distributors’ results for 1996. T he median
result for the uncontrolled comparables for 1996 is $3,750. Based on this
comparison, the district director increases royalties that M anuC o paid by
$21,500 (the difference between $25,250 and the median o f the comparable
operating profits, $3,750) (Treas. Reg. Sec. 1.482-5(e), exam ple (4 )).

Profit Split Method. The profit split method evaluates whether the alloca
tion of the combined operating profit or loss, for the relevant business
activity, attributable to one or more controlled transactions, is arm’s
length, by reference to the relative value of each controlled taxpayer’s
contribution to that combined operating profit or loss (Treas. Reg. Sec.
1.482-6(a)). The relative value of each controlled taxpayer’s contri
bution to the success of the relevant business activity must consider the
functions performed, risks assumed, and resources employed by each
participant in the relevant business activity consistent with the compara
bility requirements, as if the participants were uncontrolled parties. The
allocation of profit or loss must be made under the comparable profit split
method or the residual profit split method.
A comparable profit split is derived by using each uncontrolled tax
payers’ percentage of the combined operating profit or loss to allocate the
combined profit or loss of the relevant business activity. The activities
compared must be similar and conducted under similar circumstances.
If there are differences between controlled and uncontrolled taxpayers
that would materially affect the division of operating profit, adjustments
must be made.
The reliability of the results is affected by the quality of the data and
assumptions used. Factors such as the reliability of the allocation of costs,
income, and assets, and the degree of consistency between controlled
and uncontrolled taxpayers in accounting practices that materially affect
the items that determine the amount and allocation of operating profit,
must be considered (Treas. Reg. Sec. 1.482-6(c)(2)(ii)(C)).
Under the residual profit split, the combined operating profit or loss
from the relevant business activity is allocated between the controlled
taxpayers following a two-step process. The first step allocates operating
income to each party to the controlled transactions to provide a market
return for its routine contributions (for example, tangible property,
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services, and intangibles generally owned by uncontrolled taxpayers in
similar activities) to the relevant business activity. The first step is deter
mined from a functional analysis. The second step divides residual profit
among the controlled taxpayers based upon the relative value of their
contributions of intangible property (not owned by the uncontrolled tax
payers) to the relevant business activity that was not accounted for as a
routine contribution.
E xam ple 1 7 .1 8 . XYZ is a U .S . corporation that develops, manufactures, and

markets a line o f products for police use in the U nited States. XYZ’s research
unit developed a bulletproof m aterial for use in protective clothing and
headgear (N ulon). XYZ obtains patent protection for the chem ical formula
for N ulon. Since its introduction in the U .S ., N ulon has captured a substan
tial share o f the U .S . m arket for bulletproof material. XYZ licensed its
European subsidiary, XYZ-Europe, to manufacture and market N ulon in
Europe. XYZ-Europe is a well-established company that manufactures and
markets XYZ products for the defense market, as well as a well-developed
marketing network that employs brand names that it developed. XYZ-Europe’s
research unit alters N ulon to adapt it to military specifications and develops
a high-intensity marketing cam paign directed at the defense industry in sev
eral European countries. Beginning with the 1995 taxable year, XYZ-Europe
manufactures and sells N ulon in Europe through its marketing network
under one o f its brand names.
For the 1995 taxable year, XYZ has no direct expenses associated with
the license o f N ulon to XYZ-Europe and incurs no expenses related to the
marketing o f N ulon in Europe. For the 1995 taxable year, XYZ-Europe’s
N ulon sales and preroyalty expenses are $500 m illion and $300 million,
respectively, resulting in net preroyalty profit o f $ 2 0 0 m illion related to the
N ulon business. T h e operating assets employed in XYZ-Europe’s N ulon busi
ness are $200 million. G iven the facts and circumstances, the district
director determines under the best m ethod rule that a residual profit split
will provide the most reliable measure o f an arm’s-length result. Based on
an exam ination o f a sam ple of European companies performing functions
similar to those o f XYZ-Europe, the district director determines that an aver
age market return on XYZ-Europe’s operating assets in the N ulon business
is 10 percent, resulting in a market return o f $20 m illion (10 percent X
$200 m illion) for XYZ-Europe’s N ulon business, and a residual profit of
$180 million.
Since the first stage o f the residual profit split allocated profits to XYZEurope’s contributions other than those attributable to highly valuable
intangible property, it is assumed that the residual profit o f $180 million
is attributable to the valuable intangibles related to N ulon, m eaning the
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European brand nam e for N ulon and the N ulon formula (including XYZEurope’s modifications). To estim ate the relative values o f these intangibles,
the district director compares the ratios o f the capitalized value o f expendi
tures as o f 1995 on Nulon-related research and developm ent and marketing
over the 1995 sales related to such expenditures.
Because XYZ’s productive product research and developm ent expenses
support the worldwide protective product sales o f the XYZ group, it is neces
sary to allocate such expenses am ong the worldwide business activities to
which they relate. T h e district director determines that it is reasonable to
allocate the value o f these expenses based on worldwide protective product
sales. U sing information on the average useful life o f its investm ents in pro
tective product research and development, the district director capitalizes
and amortizes XYZ’s protective product research and developm ent expenses.
T his analysis indicates that the capitalized research and developm ent expen
ditures have a value o f $ 0 .2 0 per dollar of global protective product sales
in 1995.
XYZ-Europe’s expenditures on N ulon research and developm ent and
marketing support only its sales in Europe. U sing information on the average
useful life o f XYZ-Europe’s investm ents in marketing and research and devel
opm ent, the district director capitalizes and amortizes XYZ-Europe’s
expenditures and determines that they have a value in 1995 o f $0.40 per
dollar o f XYZ-Europe’s N ulon sales.
Thus, XYZ and XYZ-Europe together contribute $0.60 in capitalized
intangible developm ent expenses for each dollar o f XYZ-Europe’s protective
product sales for 1995, o f which XYZ contributed one-third (or $0.20 per
dollar o f sales). Accordingly, the district director determines that an arm’slength royalty for the N ulon license for the 1995 taxable year is $60 million,
m eaning one-third o f XYZ-Europe’s $180 m illion in residual N ulon profit
(Treas. Reg. Sec. 1.482-6(c)(iii), exam ple ( 1)).

Other Unspecified Methods. A method other than the comparable uncon

trolled price method, the comparable profits method, or the profit split
method may be used to evaluate the amount charged in a controlled trans
action is arm’s length. In establishing whether a controlled transaction
was at arm’s length, an unspecified method should be used to provide
information on prices or profits the controlled taxpayer could have real
ized by choosing a realistic alternative to the controlled transaction.
An unspecified method takes into account the general principle that
uncontrolled taxpayers evaluate the terms of a transaction by considering
the realization alternatives to that transaction and only enter into a par
ticular transaction if none of the alternatives is preferred to it. Use of an
unspecified method puts additional compliance burdens on the taxpayer.
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For example, an unspecified method should provide information on the
price and profits that the controlled taxpayer could have realized by
choosing a realistic alternative to the controlled transaction.
Periodic Adjustments. If an intangible is transferred under an arrange
ment that covers more than one year, the consideration charged in each
taxable year may be adjusted to ensure that it is commensurate with the
income attributable to the intangible. Adjustments made must be consis
tent with the arm’s-length standard. In determining whether to make
such adjustments in the taxable year under examination, the district
director may consider all relevant facts and circumstances throughout
the period the intangible is used. The determination in an earlier year
that the amount charged for an intangible was arm’s length will not pre
clude the district director in a subsequent taxable year from making an
adjustment to the amount charged for the intangible in the subsequent
year. The commensurate with income standard has been a contentious
concept with U.S. treaty partners.
In the situation of comparable uncontrolled transactions of the same
intangible in comparable circumstances, no adjustment for transfers of
that intangible in a controlled transaction will be made if each of the
following facts is established.

•

•

•

The controlled taxpayers entered into a written agreement (con
trolled agreement) that provided for an amount of consideration
with respect to each taxable year subject to such agreement, the
consideration was an arm’s-length amount for the first taxable year
in which substantial periodic consideration was required to be paid
under the agreement, and the agreement remained in effect for the
taxable year under review.
There is a written agreement setting forth the terms of the com
parable uncontrolled transaction relied upon to establish the arm’slength consideration (uncontrolled agreement), which contained no
provisions that would have permitted any change to the amount of
consideration, a renegotiation, or a termination of the agreement, in
circumstances comparable to those of the controlled transaction in
the taxable year under review (or that contained provisions permit
ting only specified, noncontingent, periodic changes to the amount
of consideration).
The controlled agreement was substantially similar to the uncontrolled
agreement, with respect to the time period for which it is effective.
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The controlled agreement limited use of the intangible to a specified
field or purpose in a manner that was consistent with industry prac
tice and any such limitation in the uncontrolled agreement.
There were no substantial changes in the functions performed by the
controlled transferee since the controlled agreement was executed,
except changes necessitated by events that were not foreseeable.
The aggregate profits actually earned or the aggregate cost savings
actually realized by the controlled taxpayer from the exploitation of
the intangible in all open years are not less than 80 percent nor
more than 120 percent of the prospective profits or cost savings that
were foreseeable when the comparability of the uncontrolled agree
ment was established (Treas. Reg. Sec. 1.482-4(f)(2)(ii)(B)).

If these requirements are met for each year of the five-year period
beginning with the first year in which substantial periodic consideration
was required to be paid, then no periodic adjustment will be made in any
subsequent year.
If the arm’s-length amount was determined under any method other
than that of a comparable uncontrolled transaction, no allocation will be
made if each of the following facts is established.•
•

The controlled taxpayers entered into a written agreement (con
trolled agreement) that provided for an amount of consideration
with respect to each taxable year subject to that agreement, and that
agreement remained in effect for the taxable year under review.

•

The consideration called for in the controlled agreement was an
arm’s-length amount for the first taxable year in which substantial
periodic consideration was required to be paid, and relevant sup
porting documentation was prepared contemporaneously with the
execution of the controlled agreement.

•

There have been no substantial changes in the functions performed
by the transferee since the controlled agreement was executed,
except changes required by events that were not foreseeable.

•

The total profits actually earned or the total cost savings realized by
the controlled transferee from the exploitation of the intangible in
the year of examination, and all past years, are not less than 80 per
cent nor more than 120 percent of the prospective profits or cost
savings that were foreseeable when the controlled agreement was
entered into (Treas. Reg. Sec. 1.482-4(f)(2)(ii)(C)).
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If these requirements are met for each year of the five-year period
beginning with the first year in which substantial periodic consideration
was required to be paid, then no periodic adjustment will be made in any
subsequent year.
In addition, no allocation will be made for certain extraordinary
events. An extraordinary event for these purposes is one that was beyond
the control of the controlled taxpayer and could not reasonably have
been anticipated at the time the controlled agreement was entered into,
the aggregate profits or aggregate cost savings realized by the taxpayer
are less than 80 percent or more than 120 percent of the prospective
cost savings and all of the requirements listed above for transfers involv
ing comparable intangibles and transfers determined using methods
other than comparable uncontrolled transaction are met (Treas. Reg.
Sec. 1.482-4(f)(2)(ii)(D)).
Development of Intangibles. The owner of the rights to exploit an intan
gible must receive an amount of consideration for any transfer of a right.
If another controlled member assists in the development of the intangible,
that member may be entitled to receive consideration for that assistance.
Except in the situation of a bona fide cost-sharing arrangement, in the
case of intangible property that is not legally protected, the developer
will be considered the owner. Other participating members will be
regarded as assisters. The developer is ordinarily the member that bore
the largest portion of the direct and indirect costs of the development,
including the provision, without adequate compensation, of property or
services likely to contribute substantially to developing the intangible.
A controlled taxpayer will be presumed not to have borne the costs of
development if, pursuant to an agreement entered into before the success
of the project is known, another person is obligated to reimburse the
controlled taxpayer for its costs. Allocations may be made to reflect an
arm’s-length consideration for assistance such as loans, services, or the
use of tangible or intangible property. Assistance does not include expen
ditures of a routine nature that would be expected to be incurred in
similar uncontrolled transactions.
Often, two or more members of a group of controlled entities will
form a joint venture to develop intangible property, called cost sharing. In
such a situation, if one member develops the intangible property and
transfers it to another member, the district director will not allocate an
arm’s-length price if the two members are participating in a cost-sharing
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arrangement for the development of the intangible property. An alloca
tion may, however, be made to properly reflect the share of costs and risks
of developing the property. A bona fide cost-sharing arrangement is an
agreement, in writing, between two or more members of a group of con
trolled entities, providing for the sharing of the costs and risks of
developing intangible property in return for a specified interest in the
intangible property that may be produced. In order for the arrangement
to qualify as a bona fide arrangement, it must reflect an effort in good
faith by the participating members to bear their respective shares of all
the costs and risks of development on an arm’s-length basis. In order for
the sharing of costs and risks to be on an arm’s-length basis, the terms
and conditions must be comparable to those which would have been
adopted by unrelated parties similarly situated had they entered into
such an arrangement (Treas. Reg. Sec. 1.482-7T).
E xam ple 1 7 .1 9 . C and D are members o f a group of controlled entities. They

enter into a bona fide cost-sharing agreement whereby C will develop intan
gible property and C and D will jointly share the full costs and risks of
development. C and D will be considered joint developers o f the property,
and each will have a right to use the property developed without payment of
royalties or other considerations.

Transfer of Tangible Property
The arm’s-length character of the amount charged in a controlled trans
fer of tangible property must be determined under one of six methods.
The selection of a method for the particular transaction under review
will be subject to the best method rule, the comparability analysis, and
the arm’s-length range. The methods are the following;
The comparable uncontrolled price method
The resale price method
The cost-plus method
The comparable profits method
The profit split method
Other unspecified methods (Treas. Reg. Sec. 1.482-3(a))
Comparable Uncontrolled Price Method. The comparable uncontrolled price

method evaluates whether the amount charged in a controlled trans
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action is comparable to the arm’s length charged in an uncontrolled
transaction. It relies on comparability of transactions between controlled
and uncontrolled taxpayers and reliability of data. Similarity of products
generally will have the greatest effect on comparability under this
method. The results derived from the comparable uncontrolled price
method will provide a direct and reliable measure of an arm’s-length
price for the controlled transaction if an uncontrolled transaction has no
differences affecting price. Minor differences between the transactions
that have no effect on the amount charged, or have a reasonable and
ascertainable effect on price of adjustments to the uncontrolled trans
action will also provide a direct and reliable measure of the arm’s-length
price, and these adjustments are made. Material product differences
between the controlled and uncontrolled transactions will necessitate
the application of other methods, such as the resale price method, the costplus method, the comparable profits method, or the profit split method.
Where functions performed by the taxpayer in the controlled trans
action are materially different from the functions performed in the
uncontrolled transaction, the comparable uncontrolled price method
cannot be applied. In addition to factors determined from functional
analysis, analysis of risk, contractual terms, and economic conditions,
specific factors that may be particularly relevant to the use of this
method include the following:
•
•

Quality of the product
Contractual terms such as warranties, sales or purchase volume,
credit terms and transport
The level of the market (for example, wholesale, retail, etc.)
The geographic market in which the transaction takes place
Date of the transaction
Intangible property associated with the sale
Foreign currency risks
The alternative commercial arrangements realistically available to
the buyer and seller (Treas. Reg. Sec. 1.482-3(b)(ii)(B))

The reliability of the results for this method is affected by the com
pleteness and accuracy of the data used and the reliability of the
assumptions made. Where two or more uncontrolled transactions inde
pendently establish an arm’s-length price, then these transactions will
establish an arm’s-length range (Treas. Reg. Sec. 1.482-3(b)(iii)).
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E xam ple 1 7 .2 0 . U S M , a U .S . manufacturer, sells the same product to both

controlled and uncontrolled distributors. T h e circumstances surrounding the
controlled and uncontrolled transactions are substantially the same, except
that the controlled sales price is a delivered price and the uncontrolled sales
are made f.o.b. U S M ’s factory. Differences in the contractual terms o f trans
p ortation and insurance generally h ave a definite and reasonably
ascertainable effect on price, and adjustments are made to the results o f the
uncontrolled transaction to account for such differences. N o other material
differences have been identified between the controlled and uncontrolled
transactions. Because U S M sells in both the controlled and uncontrolled
transactions, it is likely that all m aterial differences between the two trans
action s have been identified. In addition, because the com parable
uncontrolled price m ethod is applied to an uncontrolled comparable with no
product differences, and there are only minor contractual differences that
have a definite and reasonably ascertainable effect on price, the results o f
this application o f the comparable uncontrolled price m ethod will provide
the most direct and reliable measure o f the arm’s length result (Treas. Reg.
Sec. 1.482-3(b)(4), exam ple (1 )).
E xam ple 1 7 .2 1 . U sing the same facts as exam ple 17.20, except that U S M
affixes its valuable trademark to the property sold in the controlled trans
actions, but does not affix its trademark to the property sold in the
uncontrolled transactions. U nder the facts o f this case, the effect on price
o f the trademark is m aterial and cannot be reliably estimated. Because there
are m aterial product differences for which reliable adjustments cannot be
made, the comparable uncontrolled price m ethod is unlikely to provide a
reliable measure o f the arm’s-length result (Treas. Reg. Sec. 1.482-3(b)(4),
exam ple ( 2 )).

Resale Price Method. The resale price method evaluates the arm’s-length
character of a controlled transaction by reference to the gross profit
margin realized in comparable uncontrolled transactions. The resale
price method measures the value of functions performed, ordinarily in
cases involving the purchase and resale of tangible property where the
reseller has not added substantial value to the tangible goods by physi
cally altering the goods before resale or by the use of intangible property.
Packaging, repackaging, labeling, or minor assembly do not ordinarily
constitute physical alteration. An arm’s-length price is determined by
subtracting the appropriate gross profit from the applicable resale price
for the property involved in the controlled transaction under review.
The applicable resale price is equal to either the resale price of the
particular item of property involved or the price at which contempo
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raneous resales of the same property are made (Treas. Reg. Sec. 1.4823(c)(2)(ii)).
Where the property purchased in the controlled sale is resold to one
or more related parties in a series of controlled sales before being resold
in an uncontrolled sale, the applicable resale price is the price at which
the property is resold to an uncontrolled party, or the price at which con
temporaneous resales of the same property are made. In such case, the
determination of the appropriate gross profit will take into account the
functions of all members of the group participating in the series of con
trolled sales and final uncontrolled resale, as well as any other relevant
factors. The appropriate gross profit is computed by multiplying the
applicable resale price by the appropriate gross profit margin (expressed
as a percentage of total revenue derived from sales) earned in comparable
uncontrolled transactions (Treas. Reg. Sec. 1.482-3(c)(2)(iii)).
In order to achieve comparability, the appropriate gross profit margin
should be derived from comparable contemporaneous purchases and
resales of the reseller involved in controlled sales, because similar charac
teristics are more likely to be found among different resales of property
made by the same reseller than among sales made by other resellers. In
the absence of these transactions, the appropriate gross profit margin may
be derived from comparable uncontrolled transactions of other resellers
(Treas. Reg. Sec. 1.482-3(c)(3)(ii)).
Comparability under this method is particularly dependent on simi
larity of functions, risks, and contract terms. For purposes of the resale
price method, close physical similarity of the property involved in the
controlled and uncontrolled transactions is not ordinarily necessary to
establish the comparability of the distributor’s gross profit margin,
although substantial differences in the product may indicate significant
functional differences between the controlled and uncontrolled tax
payers. For example, distributors of a wide variety of consumer durables
might perform comparable distribution functions without regard to the
specific durable goods distributed.
Appropriate adjustments for material differences that would affect
the gross profit margin must be made to the gross profit margins earned
with respect to uncontrolled transactions. It may be necessary to con
sider operating expenses associated with functions performed and risks
assumed. If there are differences in functions performed, the effect on
price of such differences is not necessarily equal to the differences in the
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amount of related operating expenses. Specific factors that may be partic
ularly relevant to this method include the following:
•
•
•
•
•

The inventory levels and turnover rates, and corresponding risks,
including any price protection programs offered by the manufacturer
Contractual terms such as the scope and terms of warranties pro
vided, sales or purchase volume, credit terms, and transport terms
Sales, marketing, advertising programs and services (including pro
motional programs, rebates, and co-op advertising)
The level of the market
Foreign currency risks (Treas. Reg. Sec. 1.482-3(c)(ii)(C))

Where the controlled taxpayer is comparable to a commission agent
(a sales agent that does not take title to goods), the commission earned
by such sales agent, expressed as a percentage of the uncontrolled sales
price of the goods involved, may constitute the appropriate gross profit
margin (Treas. Reg. Sec. 1.482-3(c)(ii)(D)).
The reliability of the results of resale price method computations is
affected by the completeness and accuracy of the data and the reliability
of the assumptions made. In addition, the degree of consistency in
accounting methods used (for example, inventory, cost-accounting
methods) by controlled and uncontrolled taxpayers may affect the relia
bility of the result (Treas. Reg. Sec. 1.482-3(c)(iii)).
E xam ple 17-22. S, a U .S . corporation, is the exclusive distributor for FP, its
foreign parent. T here are no changes in the beginning and ending inventory
for the year under review. S ’s total reported cost o f goods sold is $800, con
sisting o f $600 for property purchased from FP and $200 o f other costs of
goods sold incurred to unrelated parties. S ’s applicable resale price and
reported gross profit are as follows:

A pplicable resale price
C o st o f goods sold
C o st o f purchases from P
Costs incurred to unrelated parties

$ 1,000

Reported gross profit

$ 200

600

200

T h e district director determines that the appropriate gross profit margin
is 25 percent. Therefore, S ’s appropriate gross profit is $250 (m eaning 25
percent o f the applicable resale price o f $1000). Because S is incurring costs
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o f sales to unrelated parties, the arm’s-length price for property purchased
from P must be determined under a two-step process. First, the appropriate
gross profit ($250) is subtracted from the applicable resale price ($1000).
T h e resulting am ount ($750) is then reduced by the costs o f sales incurred
to unrelated parties ($200). Therefore, the arm’s-length price in this case
equals $550 (m eaning $750 minus $200) (Treas. Reg. Sec. 1.482-3(c)(4),
exam ple (2)).

Cost-Plus Method. The cost-plus method evaluates the arm’s-length char

acter of a controlled transaction by referring to the gross profit markup
realized in comparable uncontrolled transactions. This method is ordinar
ily used in cases involving the manufacture, assembly, or other production
of goods that are sold to related parties. The cost-plus method measures
an arm’s-length price by adding the appropriate gross profit markup,
expressed as a percentage of cost, earned in comparable uncontrolled
transactions. The appropriate gross profit is computed by multiplying the
controlled taxpayer’s cost of producing the transferred property by the
gross profit markup, expressed as a percentage of cost, in comparable
uncontrolled transactions (Treas. Reg. Sec. 1.482-3(d)(l) and (2)). Where
two or more uncontrolled transactions independently establish an arm’slength price, such transactions will establish an arm’s-length range.
The determination of whether an uncontrolled transaction is com
parable to the controlled transaction will be made by applying usual
comparability standards. Comparability under this method is less depen
dent on product similarity and more dependent on similarity of
functions, existence of trademarks, age of plant and equipment, business
experience, management efficiency, etc. If possible, the appropriate gross
profit markup should be derived from comparable uncontrolled trans
actions of the taxpayer involved in the sale. In the absence of such sales,
the appropriate gross profit markup may be derived from comparable
uncontrolled sales of other producers. If there are material differences
between the controlled and uncontrolled transactions that would affect
the gross profit markup, adjustments should be made to the gross profit
markup earned in the comparable uncontrolled transactions. In addition
to the usual criteria, specific factors that may be particularly relevant to
this method include the following:
•
•
•

The complexity of manufacturing or assembly
Manufacturing, production, and process engineering
Procurement, purchasing, and inventory control activities
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Testing functions
Selling, general, and administrative expenses
Foreign currency risks
Contractual terms such as scope and terms of warranties provided,
sales or purchase volume, credit terms, and transport terms (Treas.
Reg. Sec. 1.482-3(d)(3)(ii)(C ))

A controlled taxpayer that is comparable to a purchasing agent that
earns a commission, but does not take title to property, may compute the
appropriate gross profit markup based on the commission earned by such
purchasing agent, expressed as a percentage of the purchase price of the
goods (Treas. Reg. Sec. 1.482-3(c)(D)).
E xam ple 1 7 .2 3 . USP, a dom estic manufacturer o f computer components,
sells its product to FS, its foreign distributor. U T 1, U T 2 , and U T 3 are
dom estic computer com ponent manufacturers that sell to uncontrolled
foreign purchasers. X is a dom estic manufacturer o f computer chips that sells
computer chips to its foreign subsidiary Y. X and Y are members o f the same
group o f controlled taxpayers. X earns an 8-percent gross profit markup with
respect to its manufacturing operations. Relatively complete data is available
regarding the functions performed and the risks borne by U T 1, U T 2 , and
U T 3 , and the contractual terms in the uncontrolled transactions. In addi
tion, data are available to ensure accounting consistency between all o f the
uncontrolled manufacturers and USP. Because the available data are suffi
ciently complete to conclude that it is likely that all material differences
between the controlled and uncontrolled transactions have been identified,
the effect o f the differences are definite and reasonably ascertainable, and
reliable adjustments are made to account for the differences, an arm’s-length
range can be established (Treas. Reg. Sec. 1.482-3(d)(4), exam ple (1 )).

Comparable Profits Method. The comparable profits method evaluates
whether the amount charged in a controlled transaction is arm’s length,
based on objective measures of profitability (profit level indicators)
derived from uncontrolled taxpayers that engage in similar business
activities with other uncontrolled taxpayers under similar circumstances.
This method was discussed in the “Transfers of Intangible Property” sec
tion above.
E xam ple 1 7 .2 4 . Foreign Parent (FP) is a publicly traded foreign corporation
with a U .S . subsidiary (U S S u b ) that is under audit for its 1996 taxable year.
FP manufactures a consumer product for worldwide distribution. U S Su b
imports the assembled product and distributes it within the U nited States at
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the wholesale level under the FP name. FP does not allow uncontrolled tax
payers to distribute the product. Sim ilar products are produced by other
companies but none of them are sold to uncontrolled taxpayers or to uncon
trolled distributors. T h e district director determines that the comparable
profits m ethod will provide the most reliable measure of an arm’s-length
result. U S S u b is selected as the tested party because it engages in activities
that are less complex than those undertaken by FP. There is data from a
number o f independent operators o f wholesale distribution businesses. These
potential comparables are further narrowed to select com panies in the same
industry segm ent that perform similar functions and bear similar risks to
U S Su b . A n analysis o f the information available on these taxpayers shows
that the ratio o f operating profit is the most appropriate profit level indicator,
and this ratio is relatively stable where at least three years are included in the
average. For the taxable years 1994 through 1996, U S S u b shows the follow
ing results:

Sales
C o st o f G oods Sold
Operating Expenses
Operating Profit

1994

1995

$500,000
393,000
80,000
27,000

$560,000
412,400

110,000
37,600

1996

Average

$500,000 $520,000
400,000
401,800
104,600
98,200
(4,600)
20,000

A fter adjustments have been made to account for identified material
differences between U S S u b and the uncontrolled distributors, the average
ratio o f operating profit to sales is calculated for each o f the uncontrolled
distributors. A pplying each ratio to U S S u b would lead to the following com 
parable operating profit.
U n re late d
D istrib u to r

A
B
C
D
E
F
G
H
I

J

OP/S
1.7%
3.1
3.8
4.5
4.7
4.8
4.9
6.7
9.9
10.5

U SSub
COP

$ 8,840
16,120
19,760
23,400
24,440
24,960
25,480
34,840
51,480
54,600

T h e data are not sufficiently com plete to conclude that it is likely that all
m aterial differences and U S S u b and the uncontrolled distributors have been
identified. Therefore, an arm’s-length range can be established. T h e district
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director measures the arm’s-length range by the interquartile range o f results,
which consists o f the results ranging from $19,760 to $34,840. A lthough
U S S u b ’s operating income for 1996 shows a loss o f $4,600, the district direc
tor determines that no allocation should be made, because U S S u b ’s average
reported operating profit o f $20,000 is within this range (Treas. Reg. Sec.
1.482-5(e), exam ple (1 )).

Profit Split Method. Th e profit split method evaluates whether the alloca

tion of the combined operating profit or loss attributable to one or more
controlled transactions is arm’s length by reference to the relative value
of each controlled taxpayer’s contribution to that combined operating
profit or loss. The profit split method was discussed in the “Transfers of
Intangible Property” section above.
Other Unspecified Methods. A method other than the comparable uncon

trolled price method, the resale price method, the cost-plus method, the
comparable profits method, or the profit split method may be used in sit
uations where in a similar situation an uncontrolled taxpayer evaluates
the terms of a transaction by considering the realistic alternatives to that
transaction and that transaction is entered under those terms when none
of the alternatives was preferable to it. Again, other unspecified methods
place additional compliance burdens on the taxpayer.
E xam ple 1 7 .2 5 . A m can, a U .S . company, produces unique vessels for storing

and transporting toxic waste, toxicans, at its U .S . production facility. A m can
agrees by contract to supply its Canadian subsidiary, Cancan, with 4,000 toxi
cans per year to serve the C anadian market for toxicans. Prior to entering
into the contract with Cancan, A m can had received a bona fide offer from
an independent C anadian waste disposal company, C ando, to serve as the
Canadian distributor for toxicans and to purchase a similar number o f toxicans
at a price o f $5,000 each. If the circumstances and terms o f the C an can sup
ply contract are sufficiently similar to those o f the C an d o offer, or sufficiently
reliable adjustments can be made for the differences between them, then the
C an do offer price o f $5,000 may provide reliable information indicating that
an arm’s length consideration under the C anadian contract will not be less
than $5,000 per toxican (Treas. Reg. Sec. 1.482-3(e)(2), exam ple).

OECD and Transfer Pricing

The Organization for Economic Cooperation and Development (OECD)
does not completely agree with the Treasury approach to transfer pricing.
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The OECD guidelines outlined in its report21 restate the broad acceptance by all U.S. trading partners that traditional arm’s-length pricing
methods should be determined on information reasonably available at the
time of the determination using the same prudent business management
principles that would govern the process of evaluating a business deci
sion of a similar level of complexity and importance. The report reflects
little support for profit methodologies. The OECD report also takes a
position against the use of safe harbors. As to advance pricing agree
ments, the OECD report states that there are numerous advantages to
their use, although the report does not unequivocally support them.
Advance Pricing Agreements

An advance pricing agreement (APA) is an agreement between the
Internal Revenue Service and the taxpayer on the transfer pricing
method to be applied to any apportionment or allocation of income for
section 482 purposes.22 An APA may relate to any transaction subject to
section 482. Under the APA request procedure, the taxpayer proposes a
transfer pricing method and provides data showing that it produces
arm’s-length results between the taxpayer and specified affiliates regard
ing certain specified transactions. The Internal Revenue Service (IRS)
will evaluate the taxpayer’s APA by analyzing the data submitted and
any other relevant information. If the taxpayer’s proposal is acceptable,
the taxpayer and the IRS execute an APA covering the proposed transfer
pricing method. The IRS may also enter into an agreement, regarding
the APA, with a foreign competent authority under an income tax treaty.
Special Pricing Rules for Puerto Rico

U.S. companies and their manufacturing affiliates in Puerto Rico are
allowed to allocate income and expenses using the provisions of Rev.
Proc. 63-1023 and Rev. Proc. 68-2224 if they are more beneficial than sec
tion 482. Such rules are discussed in chapter 14.

21OECD Committee on Fiscal Affairs, Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations, OECD, Part I (1994) and Part II (1995).
22Rev. Proc. 91-22,1991-1 C.B. 526.
231963-1 C.B. 490.
241968-1 C.B. 819.
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Foreign Legal Restrictions

Foreign legal restrictions that affect the results of transactions at arm’s
length will be taken into account by the district director if the restric
tions affected an uncontrolled taxpayer under comparable circumstances
for a comparable period of time. Legal restrictions will be considered if
the following conditions are met.
•

•

•

•

The restrictions are publicly promulgated, generally applicable to all
similarly situated persons and not imposed as part of a commercial
transaction between the taxpayer and a foreign sovereign.
The taxpayer (or other member of the controlled group) to which
the restrictions apply has exhausted all remedies (other than those
with negligible chance of success) prescribed by foreign law or prac
tice for obtaining a waiver of these restrictions.
The restrictions expressly prevented the payment or receipt, in any
form, of part or all of the arm’s-length amount that would otherwise
be required under section 482.
The related parties subject to the restriction did not engage in any
arrangement with controlled or uncontrolled parties that had the
effect of circumventing the restrictions, and have not otherwise
violated the restriction in any material respect (Treas. Reg. Sec.
1.482-1(h)(ii)).

If a foreign legal restriction prevents payment as receipt of the arm’slength amount, then the deferred income method of accounting may
be elected. The restricted amount may be treated as deferrable if the con
trolled taxpayer establishes to the satisfaction of the district director that
the payment or receipt of the arm’s-length amount was prevented
because of a foreign legal restriction; and the controlled taxpayer whose
U.S. tax liability may be affected by the foreign legal restriction elects
the deferred method of accounting, on a written statement attached to a
timely U.S. tax return, filed before the IRS first contacts any member of
the controlled group concerning an examination of the return for the
taxable year to which the foreign legal restriction applies (Treas. Reg.
Sec. 1.482-1(h)(iii)(B)). Under the deferred method of accounting, the
payment or receipt that is prevented because of the foreign legal restric
tions, is deferrable until restrictions for the payment or receipt are lifted.
Any deductions or credits related to the deferred amounts are also
deferred (Treas. Reg. Sec. 1.482-1l(h)(iv)).
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Side Effects of a Section 482 Allocation
The consequences normally expected from a section 482 allocation are
adjustments to the taxable incomes of the members of the controlled
group involved in non-arm’s-length dealings. In actuality, these adjust
ments to taxable income are perhaps just one of many consequences
or side effects. There are also possible side effects of foreign tax credit
amounts and double taxation on the allocated amounts, the possibility
of placing certain tax entities in jeopardy with respect to desired or unde
sired tax status, and severe penalties.
Penalties

A section 482 price adjustment may lead to the 20-percent substantial
valuation misstatement (or the 40-percent gross valuation misstatement)
penalty under section 6662. The 20-percent substantial valuation mis
statement penalty applies if a transfer price adjustment for a tax year
exceeds the lesser of $5 million or 10 percent of gross receipts, or if the
transfer price reported on a return is 200 percent or more (or 50 percent
or less) of the arm’s-length price. A 40-percent penalty applies if the
section 482 transfer price adjustment exceeds the lesser of $20 million or
20 percent of gross receipts, or if the transfer price reported on a return
is 400 percent or more (25 percent or less) of the arm’s-length price.
Temp. Treas. Reg. 1.6662-6T details how taxpayers may qualify for
exemptions from section 6662 transfer pricing adjustments. In addition
to documentation requirements, the regulation permits the IRS to con
sider a number of factors in determining whether a taxpayer will be
subject to a penalty. These factors include the taxpayer’s transfer pricing
knowledge and experience, the thoroughness of the data searches, com
pliance with the section 482 regulations, reliance on tax professionals,
and whether the taxpayer, in attempting to determine an arm’s-length
result by using more than one uncontrolled comparable, arbitrarily
selected a result that corresponds to an extreme range of results derived
from the uncontrolled comparables (Temp. Reg. Sec. 1.6662-6T(d)(2(ii)).
If a taxpayer uses a specified method (comparable uncontrolled price,
resale price, cost plus, comparable profits, or residual profit split method),
and in circumstances in which no specified method is applicable, penal
ties can be avoided if, given the available data and the applicable pricing
methods, the taxpayer reasonably concluded that the method and appli
cation of that method provided the most reliable measure of the
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arm’s-length result under the best method rule (Temp. Treas. Reg. Sec.
1.6662-6T(d)(3)(ii)(B) and (C)).
The taxpayer must satisfy documentation requirements in order to
establish that it was reasonable to conclude that, given the available data
and the applicable pricing methods, the method provided the most accu
rate measure of an arm’s-length result under the best method rule. This
documentation must be in existence when the tax return is filed and
must be provided to the IRS within 30 days of a request for it. There are
three categories of required documentation: principal documents (basic
transfer pricing analysis conducted by the taxpayer), background docu
ments (those pieces of data that typically support principal documents),
and tax return documents (disclosure on a timely filed tax return of the
use of the profit split method, disclosure of lump-sum payments as con
sideration for the transfer of an intangible, and disclosure of the use of an
unspecified method of pricing) (Temp. Treas. Reg. Sec. 1.6662-6T(d)(iii)).
Foreign Tax Credit

A section 482 allocation of income or expense between a domestic parent
and a foreign subsidiary will affect the amount of credit for foreign
income taxes deemed paid. For example, an allocation under section 482
that increases the income of a domestic parent requires a correlative
adjustment increasing the expenses of the foreign subsidiary. The decrease
in income of the foreign subsidiary changes earnings and profits, which
in turn affect the formula for calculating deemed-paid tax credits if the
foreign country does not adjust taxes paid on account of the section 482
allocation.25
Double Taxation

When a section 482 allocation is made between two domestic corpora
tions doing business in the United States, the primary and correlative
adjustments are symmetrical and the tax effects involve differences in
only the marginal rates of the two entities.
E xam ple 1 7 .2 6 . C and D are members o f a controlled group o f corporations.
C performs services for D at less than an arm’s-length price. T h e district
director allocates $5,000 income to C and increases deductions to D for the

25Rev. Rul. 74-566,1974-2 C.B. 158.
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same amount. During the year in question, C was in a marginal tax bracket
o f 35 percent whereas D was in a marginal tax bracket o f 15 percent. T h e
allocation increases C 's tax by $1,750 (35% X 5,000) while correspondingly
decreasing D's tax by $750 (15% X 5,000).

In the situation of a U.S. entity dealing at non-arm’s-length rates
with a foreign entity in the same controlled group, the results of a section
482 allocation may be quite different. A particular foreign country may
not permit a correlative adjustment for computing taxable income (that
is, taxable income under the tax laws of the particular foreign country
of the foreign affiliate). The U.S. taxable income may therefore be
increased or decreased without a corresponding increase or decrease in
the taxable income of the foreign affiliate.
Many tax treaties provide for consultation between the competent
authorities of the two countries in order to reach agreement on the allo
cation of amounts between related entities and thus prevent double
taxation.26Rev. Proc. 91-23 explains the procedures a U.S. person should
take to obtain such a consideration when the United States or a foreign
country who is a party to a tax treaty proposes or makes an allocation of
income or deductions. The mere fact that the United States may be a
party to a tax treaty providing for consultation between competent
authorities does not mean that if the district director proposes an alloca
tion of income or deduction, the competent authorities of the treaty
country will agree with the correlative adjustment or vice versa.
If the United States does not have a tax treaty with a particular
country, and an adjustment is proposed or made between an affiliated
entity doing business in such a country and an entity in the United
States, the taxpayer receives no competent authority relief to consider
the double taxation issues.
Special Status

Section 936 Corporation. A section 482 allocation may affect the tax
status of a section 936 corporation. A section 936 corporation must
26Rev. Rul. 74-158, 1974-1 C.B. 182; see also Rev. Rul. 76-508, 1976-2 C.B. 225 for treat
ment if parties to the allocation do not seek to exhaust their administrative remedies.
1991-1 C.B. 534, clarified by Rev. Proc. 91-26, 1991-1 C.B. 453, amplified by Rev. Proc.
91-22,1991-1 C.B. 526.
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derive 80 percent or more of gross income from sources within a U.S.
possession and a statutory percentage (see chapter 14) of gross income
from the active conduct of a trade or business within a possession. A sec
tion 482 allocation may disturb an otherwise safe percentage so that the
corporation might not qualify for its special status.
E xam ple 1 7 .2 7 . X and Y are members o f a controlled group o f corporations.
Y is a section 936 corporation. Y lent X funds on a noninterest-bearing note
not connected with Y’s business. Interest income allocated to Y on account
o f the non-arm ’s-length loan will reduce Y’s percentage o f gross income from
the active conduct o f a trade or business. If the allocation reduces the per
centage to less than the statutory percentage for the applicable period, Y’s
section 936 corporation status will be term inated for the year in question.

Foreign Personal Holding Company. A foreign personal holding company

(FPHC) is a foreign corporation in which more than 50 percent of the
stock is owned by five or fewer individuals who are U.S. citizens or resi
dents, and when its passive income (that is, dividends, interest, royalties,
or annuities) constitutes at least 50 percent of its gross income (60 percent
for the first taxable year). A section 482 allocation could alter FPHC
status by affecting the gross income percentages for a corporation with
the requisite ownership, thereby subjecting the U.S. individual owning
the stock to tax on the undistributed personal holding company income.
Personal Holding Company It is perhaps easier for a foreign corporation
with U.S. shareholders to be a personal holding company than an FPHC.
For purposes of imposing the personal holding company tax on a foreign
corporation, resident, or nonresident that files a tax return, undistributed
personal holding company income is computed only on taxable income
from sources within the United States. If the corporation, resident, or
nonresident does not file a return, the undistributed personal holding
company income is computed on the basis of gross income from sources
within the United States (Treas. Reg. Sec. 1.545-1(b)).
Under section 482, an allocation of interest from U.S. sources to a
foreign corporation could precipitate personal holding company status if
other conditions specified in section 542 are satisfied. In such a case, the
interest income would be taxed as undistributed personal holding com
pany income. Such a corporation may not qualify as an FPHC, since the
interest plus other FPHC income may not exceed the gross income ratio.
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Subpart F: The De Minimis Rule

The de minimis rule, described in section 954(b)(3), provides that if
the foreign base company income of a controlled foreign corporation
(CFC) is less than the lesser of 5 percent of gross income or $1 million,
the foreign base income will be ignored for subpart F purposes. On the
other hand, if the foreign base company income of a CFC is more than
70 percent of gross income, all the CFC’s gross income for the year will
be treated as subpart F income. A section 482 allocation could dramati
cally affect the amount of income recognized under subpart F.
Constructive Dividend

An additional problem arises when the commissioner allocates income
or expenses between two corporations, each owned by the same control
ling stockholder. In such a case, the reallocation of income can be
treated as a constructive dividend from one of the controlled corpora
tions to the controlling stockholder, with a corresponding contribution
of capital to the other corporation.27 Rev. Rul. 69-63028 states that when
one of the principal purposes of such a transaction is to avoid taxes, a
constructive dividend will result.
Relief Provisions for a Section 482 Allocation

If a section 482 allocation increases the taxable income of a U.S. tax
payer, permission may be obtained to receive payment from the entity
whose income was decreased by the allocation, in an amount equal to a
part or all of the allocation, without further tax consequences. Rev. Proc.
65-1729 states that, in appropriate cases and pursuant to a closing agree
ment, taxpayers whose income has been increased or whose loss has been
reduced under section 482 are permitted to make certain adjustments so
that their accounts reflect the section 482 allocation.
27George W. Knipe, 24 T.C.M. 668 (1965); see also Old Dominion Plywood Corp., 25
T.C.M. 678 (1966); Christie Coal & Coke, Inc., 28 T.C.M. 498 (1969); W.B. Rushing, 52
T.C. 888 (1969), a ff'd 441 F.2d 593 (CA-5, 1971). Rev. Proc. 70-18,1970-2 C.B. 493.
281969-2 C.B. 112.
291965-1 C.B. 833, amplified by Rev. Proc. 65-31, 1965-2 C.B. 1024; amplified and clari
fied by Rev. Proc. 70-23, 1970-2 C.B. 505; clarified by Rev. Proc. 72-48, 1972-2 C.B.
829, amplified by Rev. Proc. 72-53, 1972-2 C.B. 833, and amplified, amended, and clari
fied by Rev. Proc. 91-23, 1991-1 C.B. 534 and Rev. Proc. 91-24, 1991-1 C.B. 542.
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A taxpayer will qualify for Rev. Proc. 65-17 if the allocation arrange
ments or transactions did not have as their principal purposes the
avoidance of federal income tax or were not due to fraud. It should be
noted that relief under Rev. Proc. 65-17 will not be available if compe
tent authority consideration under Rev. Proc. 82-2930 is requested.
Procedures

In order to qualify for relief under Rev. Proc. 65-17, the taxpayer must
follow the procedures explained in section 5 of this revenue procedure.
Cases Pending With the IRS. If a taxpayer’s case is pending with the IRS,
he must file a request with the district director before closing action on
the section 482 issue is taken. The request must contain the following:
(1) a request for treatment under Rev. Proc. 65-17 for the years indi
cated, (2) a statement that (a) the section 482 allocation arrangement
or transaction was not consummated in a manner that has as one of
its principal purposes a tax'avoidance plan and (b) the taxpayer will
cooperate fully with the IRS in providing evidence supporting such a
statement, and (3) an offer to enter into a closing agreement under sec
tion 7121 as provided for in section 5.013 of Rev. Proc. 65-17.
If the request is rejected by the IRS, the taxpayer may pursue the
matter through the established channels of appeal. If the request is then
approved, the taxpayer must enter into a closing agreement under sec
tion 7121, which must establish the following:

1.
2.
3.
4.
5.
6.

The amount of the section 482 allocation
The amount of the tax offset allowed for the allocation
The amount of dividends received that the taxpayer elects to
exclude from income
The amount of interest on the account receivable and the year
includable in income
The net amount of the account receivable that the taxpayer elects
to establish
The manner of payment of the account receivable and the tax
payer’s right to receive the payment free of further income tax
consequences, provided payment is made within ninety days after
execution of the closing agreement

301982-1 C.B. 481.
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The amount of any foreign tax credit claimed in the year of the sec
tion 482 allocation that is not allowed in that year because of the
taxpayer’s election to exclude amounts received as dividends from
gross income (If a foreign tax credit that is attributable to a divi
dend’s exclusion from gross income has been carried back to a year
that is no longer covered by the statute of limitations for tax assess
ment, appropriate adjustment will be required.)

Cases Pending Before the Tax Court. If a case reaches trial status in the
Tax Court and it is determined that the taxpayer is entitled to relief
under Rev. Proc. 65-17, the taxpayer and the commissioner may stipulate
or otherwise arrange with the court that adjustments in tax for the years
being considered by the court will reflect the relief. The taxpayer must,
however, execute the required closing agreement.
Closed Cases. If a case involving a section 482 allocation has been

closed, the taxpayer may file a request for relief under Rev. Proc. 65-17,
provided it will not change the taxpayer’s liability for a year that is
barred by the statute of limitations, or for a year in which the tax liability
has been finally determined by offer in compromise, closing agreement,
or court action. The filing procedure for relief in this situation is the
same as that for open cases.
Cases Within the Jurisdiction of the Department of Justice. If a taxpayer
files a request with the district director for relief under Rev. Proc. 65-17
for a case within the jurisdiction of the Department of Justice, the IRS,
through its chief counsel, will recommend to the Department of Justice
the action to be taken with respect to the taxpayer’s request.
Closing Action. Under Rev. Proc. 65-17, a U.S. taxpayer must request

relief in writing from the district director before closing action is taken
on the section 482 issue. For purposes of Rev. Proc. 65-17, the first occur
rence of the following constitutes closing action and forecloses the
availability of Rev. Proc. 65-17:31
1.

Execution and acceptance of Form 870-AD, “Offer of Waiver of
Restrictions on Assessment and Collection of Deficiency in Tax and
of Acceptance of Overassessment,” or execution of a closing agree
ment relative to the section 482 allocation

31Rev. Proc. 65-31, 1965-2 C.B. 1024.

Section 482

2.
3.
4.
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Stipulation of a section 482 allocation in the Tax Court
Expiration of the statute of limitations for the year to which the
allocation applies
Final determination of tax liability for the year to which the alloca
tion relates by offer in compromise, closing agreement, or court action

Adjustments

If a taxpayer qualifies for the relief of Rev. Proc. 65-1732 and complies
with its procedures, the taxpayer is permitted to exclude from his or her
gross income all or part of the dividend that was received from the cor
poration with which it engaged in a transaction giving rise to the section
482 allocation and that was included in the gross income of the taxpayer
as a dividend for the year in which the allocation was made. The amount
excluded cannot exceed the amount of the taxpayer’s taxable income
increase that is attributable to the section 482 allocation.
In Schering Corp.,33 a U.S. corporation elected Rev. Proc. 65-17 and
set up an account receivable for the income allocated to it from its Swiss
subsidiary by the commissioner. The subsequent repayment by the sub
sidiary was treated as a dividend under Swiss law and subject to
withholding tax. The commissioner disallowed the foreign tax credit on
the repayment because the Swiss tax was not assessed on an income item
but on the repayment of debt. The Tax Court rejected the commis
sioner’s argument and allowed full credit because the repayment would
have been an income item except for Rev. Proc. 65-17.
To the extent that a dividend is excluded from gross income, it will
cease to qualify as a dividend under section 316 or as a dividend for any
other federal income tax purposes. Furthermore, to the extent a dividend
exclusion or deduction is not available, the taxpayer to whom the alloca
tion is made may establish an account receivable from the entity with
which it engaged in the transaction. The account receivable cannot
exceed the following: (1) the amount of the increase in taxable income
of the taxpayer resulting from the section 482 allocation, less (2) the
amount of any offset and exclusions allowed to the taxpayer by Rev.
Proc. 64-54 and Rev. Proc. 65-17, plus (3) the interest accrued on such
account receivable and included in taxable income.
324965-1 C B . 833.
3369 T.C. 579 (1978).
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The account receivable may be established and paid without tax
consequences provided (1) it is paid in money within ninety days after
the date of the closing agreement, (2) a written debt obligation is
incurred, payable at a fixed date, and bearing an arm’s-length interest rate,
or (3) an accounting entry is made offsetting the account receivable
against an existing debt owed by the taxpayer to the other entity.
The account receivable is deemed to have been created as of the last
day of the taxpayer’s year for which the section 482 allocation is made.
The account receivable must bear interest at an arm’s-length rate, from
the day after the date the account is deemed to have been created, to the
date of payment. The interest must be accrued and included in the tax
payer’s taxable income for each taxable year during which the account
receivable is deemed outstanding. Such interest must be accrued whether
the taxpayer is on a cash or accrual method of accounting.
The taxpayer may elect to establish an account receivable in an
amount less than the maximum amount that could have been established.
The difference between the amount that could have been established
and the amount actually established will be treated as a contribution to
the capital of the controlled entity.34
Failure to Request Relief

Rev. Proc. 65-3135 describes the treatment accorded a taxpayer who does
not desire treatment provided by Rev. Proc. 65-17 or fails to make a
timely request for such treatment. In such a case, the amount of the allo
cation, reduced by the offset granted, will be considered as of the last day
of the taxpayer’s taxable year for which the allocation is made, as follows:
1.

2.

If the U.S. taxpayer directly controls the foreign entity that was a
party to the section 482 allocation, such amount will be considered
as being a contribution to the capital of the controlled foreign entity.
If the foreign entity (second- or lower-tier subsidiary) that was a
party to the section 482 allocation is directly controlled by another
entity, and such other entity (a first-tier subsidiary) is directly con
trolled by a U.S. taxpayer, such amount will be considered as being a
contribution to the capital of the first-tier subsidiary.

34Rev. Proc. 65-31, 1965-2 C B . 1024; modified by Rev. Proc. 91-23, 1991-1 C.B. 534.
35Id.
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If the allocation is between two corporate entities controlled by the
same shareholder (brother-sister corporations), such an amount will
be treated as a distribution to the controlling shareholder, with
respect to the stock of the entity whose income is increased, and as
a capital contribution to the entity whose income is reduced by
the allocation.

Procedures for Requesting Competent Authority

The United States has in force with various countries income tax treaties
that provide for consultation between a competent authority of the United
States and a competent authority of the treaty country to resolve the
question of interpretation or application of the treaty. A U.S. taxpayer who
considers that the action of a treaty country may result in double taxa
tion, particularly in the case of a section 482 adjustment, may request
competent authority. In these situations, Rev. Proc. 91-23 should be con
sulted for the required procedures for requesting competent authority.36

36Rev. Proc. 91-23, 1991-1 C.B. 534.
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Translation of Foreign
Currency
The significant currency fluctuations in recent years have forced busi
nesses with international transactions or operations to adapt to this
environment of risk and uncertainty. The gains and losses arising from
currency fluctuations have had a significant impact on accounting profits
and taxes. The measure of this impact depends on the extent to which
an entity uses foreign currencies as the medium of exchange for trans
actions or to account for transactions.
A U.S. entity arranging all international transactions so that pay
ments and receipts are made entirely in U.S. currency will have no
currency exchange gains or losses. When the taxpayer has operations
conducted through a foreign branch or owns stock in a controlled foreign
corporation (CFC), the results of those operations usually are denomi
nated in a foreign currency, called “functional currency.” Economic gains
and losses may be realized because of changes in the relative value of that
functional currency and the U.S. dollar between the date income from
such operations is recognized for U.S. tax purposes and the date remit
tances are converted into U.S. currency.
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In addition to taxable income or loss from normal business receipts
and payments, ordinary income or loss may be realized from certain
transactions on amounts the taxpayer is entitled to receive (or is required
to pay), denominated in terms of a nonfunctional currency, or deter
mined by reference to the value of one or more nonfunctional
currencies. The transactions to which this treatment applies are the
acquisition of debt instrument or becoming an obligor under a debt
instrument, accruing any item of expense or gross income or receipts that
is to be paid or received after the date accrued, or entering into or acquir
ing any forward contract, futures contract, option, or similar financial
instrument if such instrument is not marked to market at the close of the
taxable year. Translation gains or losses may arise if foreign currency is
held as an investment or if a foreign exchange contract is entered into
(1) hedging foreign currency-denominated financial assets, anticipated
income, liabilities, or expenses; (2) hedging the taxpayer’s stock in a
controlled foreign corporation (CFC); or (3) hedging an accounting
exposure arising under generally accepted accounting practices on a con
solidated financial statement.

Qualified Business Unit and Functional Currency
Section 985 states that unless it is otherwise provided in the regulations,
all determinations for income tax purposes must be made in the tax
payer’s functional currency. A functional currency is the currency of the
economic environment in which a significant part of a qualified business
unit’s (QBU) activities are conducted. If the QBU’s activities are primar
ily conducted in U.S. dollars, the unit’s functional currency is the U.S.
dollar. To the extent provided by regulations, a taxpayer may also elect to
use the dollar as the functional currency of a qualified business unit if
that unit keeps its books in U.S. dollars or uses a method of accounting
that approximates a separate transactions method.
Qualified Business Unit

A QBU is any separate clearly identified unit of a trade or business of
a taxpayer that maintains separate books and records. A corporation is
a QBU (Treas. Reg. Sec. 1.989(a)-1(b)). An individual is not a QBU.
The activities of an individual, however, will qualify as a QBU if these
activities constitute a trade or business and a complete set of books and
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records is maintained with respect to the activities (Treas. Reg. Sec.
1.989(a)-1(b)(2)(ii)). A partnership, trust, or estate is a QBU of a part
ner or beneficiary.
Determining whether activities constitute a trade or business
depends on all the facts and circumstances, but in general, a trade or
business is a specific unified group of activities that constitute an inde
pendent enterprise carried on for profit (Treas. Reg. Sec. 1.989(a)-1(c)).
For individuals, the same type of activities apply to determine whether a
trade or business exists except that an activity that gives rise to section
212 deductions is not considered a trade or business, nor are activities of
an individual as an employee considered to constitute a trade or business.
Functional Currency

Both Financial Accounting Standards Board (FASB) Statement No. 52,
Foreign Currency Translation, and section 985 of the Internal Revenue
Code define an entity’s functional currency as the currency of the
primary economic environment in which a significant part of such unit’s
activities are conducted (a QBU) and which is used by such unit in
keeping its books and records (section 985(b)). Translation gains and
losses result from exchange rate changes on transactions denominated in
currencies other than the functional currency.
The functional currency of any qualified business unit must be the
dollar if activities are primarily conducted in dollars (section 985(b)(2)).
The taxpayer may elect to use the dollar as the functional currency
of any qualified business unit if that unit keeps its books and records in
dollars or the taxpayer uses a method of accounting that approximates a
separate transactions method, that is, each transaction of the unit can
be converted to dollars (section 985(b)(3)). In addition, Temp. Treas.
Reg. Sec. 1.985-1T(a) provides that the dollar shall be the functional
currency of the following: (1) any taxpayer that is not a QBU, (2) a
QBU that conducts its activities primarily in dollars, (3) a QBU that has
the United States, or any possession or territory of the United States
where the dollar is the standard currency, as its residence, (4) a QBU
that elects to use, or is otherwise required to use, the dollar as its func
tional currency, (5) a QBU that does not keep books and records in the
currency of the economic environment in which a significant part of its
activities are conducted, or (6) any activity (wherever conducted and
regardless of its frequency) that produces income or loss that is or is
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treated as effectively connected with the conduct of a trade or business
within the United States.
The functional currency of a QBU that is not required to use the
dollar will be the currency of its economic environment in which a
significant part if its activities are conducted, provided the QBU keeps
its books and records in this currency. The economic environment in
which a significant part of a QBU’s activities are conducted is a factsand-circumstances determination. These facts and circumstances may
include, among others, the currency of the country in which the QBU is
a resident, the principal currency of the QBU’s cash flows, the principal
currency in which the QBU generates revenues and incurs expenses, the
principal currency in which the borrowing or lending of the QBU is con
ducted, the currency of the QBU’s principal sales market, the duration of
the QBU’s business operations, and the significance or volume of the
QBU’s independent activities (Treas. Reg. Sec. 1.985-1(c)(2)). If, for
purposes of generally accepted accounting principles (GAAP), a deter
mination of functional currency is made based on these same facts and
circumstances, that currency ordinarily will be accepted as the functional
currency for income tax purposes (Treas. Reg. Sec. 1.985-1(c)(5)).
A QBU is presumed to keep books in the currency of the economic
environment in which a significant part of its activities are conducted.
This presumption may be overcome by demonstrating to the satisfaction
of the district director that a substantial nontax purpose exists for not
keeping any books and records in the currency of that environment
(Treas. Reg. Sec. 1.985-1(c)(3)). A QBU that has more than one cur
rency that satisfies the functional currency tests may choose any such
currency as its functional currency (Treas. Reg. Sec. 1.985-1(c)(4)).
A foreign corporation that has more than one QBU, all of which do
not have the same functional currency, will be treated as having a single
functional currency as a whole that may be different from the functional
currency of one or more of its QBUs. The determination of such a corpo
ration’s functional currency is done by applying the following two steps:
(1) determine the functional currency of each QBU in accordance with
Treas. Reg. Secs. 1.985-1(b) and (c) and Treas. Reg. Sec. 1.985-2, and
(2) determine the functional currency of the foreign corporation by
applying the principles of Treas. Reg. Secs. 1.985-1(b) and (c) to the
activities of the corporation as a whole.
The income or loss of a foreign corporation with one or more of its
QBUs having a different functional currency is determined by calcu
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lating the income or loss, or earnings and profits, or deficit in earnings
and profits, of each QBU in its functional currency using the profit-andloss method described in section 987. The amount of each QBU’s
income or loss, or earnings and profits, or deficit in earnings and profits,
is then translated into the foreign corporation’s functional currency
using the appropriate exchange rate for determining the corporation’s
income or earnings and profits (Treas. Reg. Sec. 1.985-1(d)(2)).
Example 18.1. Sharp, Ltd., a foreign corporation organized in country X, is
wholly owned by Palico, Inc., a domestic corporation. Sharp, Ltd. conducts
all of its operations through two branches. Branch A is located in country A
and branch B is located in country B. Sharp, Ltd., branch A and branch B
are QBUs. The currency of country A is the Q and the currency of country B
is the R. The functional currencies of Sharp, Ltd, branch A, and branch B
are determined using a two-step process:

1. The functional currency of branches A and B. Branch A and branch B both
conduct all of their activities in their respective local currencies. The Q is
the currency of branch A and the R is the currency of branch B under
GAAP. After applying the principles in the regulations, it is determined
that the functional currency of branch A is the Q and the functional cur
rency of branch B is the R.
2. The functional currency of Sharp, Ltd. Sharp, Ltd.’s functional currency is
determined by disregarding the fact that A and B are branches. When A’s
activities and B’s activities are viewed as a whole, Sharp, Ltd. determines
that it only conducts significant activities in the R. Therefore, Sharp,
Ltd.’s functional currency is the R.
During the current year, branch A had income of Q3,000 and branch B
had income of R50,000 as determined under section 987. The weighted
average exchange rate for the year is Q1 = R20. Branch A’s income is trans
lated into R60,000 for purposes of computing Sharp, Ltd.’s income and
earnings and profits for the year. Thus the total earnings and profits of Sharp,
Ltd. from branch A and branch B is R110,000 (Based on Treas. Reg. Sec.
1.985-1(0, examples (7) and (9)).
The use of a functional currency is treated as a method of accounting.
Therefore, any change in the functional currency is treated as a change
in the taxpayer’s method of accounting for purposes of section 481 (sec
tion 985(b)(4)). Permission to change functional currencies generally will
not be granted unless significant changes in the facts and circumstances
of the QBU’s economic environment occur. If the principles used to
determine the functional currency for GAAP are substantially similar to
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those required for income tax purposes, permission to change functional
currencies will ordinarily not be granted unless the taxpayer also changes
to the new functional currency for GAAP (Treas. Reg. Sec. 1.985-4(b)).

Election to Use the Dollar as Functional Currency
of a Qualified QBU
Section 985(b)(3) provides that a QBU with a functional currency other
than the U.S. dollar may elect to use the dollar as its functional currency
subject to regulatory guidelines. The regulations state that only eligible
QBU’s are permitted to make this election. An eligible QBU means a
QBU whose functional currency is (without an election) a hyperinfla
tionary currency (Treas. Reg. Sec. 1.985-2(b)(1)). A hyperinflationary
currency is the currency of a country in which the cumulative inflation
during a base period is at least 100 percent, as determined by reference to
the consumer price index of the country in the monthly issues of Inter
national Financial Statistics or a successor publication of the International
Monetary Fund. If a country is not listed in the International Financial
Statistics, a QBU may use any other reasonable method consistently
applied for determining the country’s consumer price index. The base
period for any taxable year is the thirty-six months immediately preceding
the last day of the preceding taxable year (Treas. Reg. Sec. 1.985-2(b)(2)).
A U.S. person electing to use the dollar as the functional currency
for a QBU that is a branch must file Form 8819 with that person’s timely
filed federal income tax return (including extensions) for the tax year the
election is effective (Treas. Reg. Sec. 1.985-2(c)(1)(i)).
The election to use the dollar as the functional currency for other
eligible QBUs (partnership, trust, or estate, CFC, branch of a CFC, or
noncontrolled foreign corporation or branch of a noncontrolled foreign
corporation) is made by filing Form 8819 within 180 days after the end of
the tax year for which the dollar election is effective. Prior to filing Form
8819, the controlling U.S. shareholders (or the foreign corporation, if
the dollar election is made by the corporation) must provide written
notice that the dollar election will be made to all U.S. persons known to
be shareholders of the foreign corporation.
Form 8819 requires that the following information be provided: the
name, address, and identification number of the person making the elec
tion and the tax year for which the dollar election is effective, the entity
for which the election is made, including name, address, identifying
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number and ownership interest, the names, addresses, and identifying
numbers of all persons related to the electing QBU and who are eligible
QBUs or who have a branch that is an eligible QBU; if the election is
made by or for a foreign corporation, the name of the foreign corpora
tion, the country of organization or creation, and the principal place of
business for each eligible QBU; in addition, the name, address, and iden
tifying number of every U.S. person notified of the dollar election and
the country where the principal place of business of the eligible QBU
is located.
If an eligible QBU is a noncontrolled foreign corporation or a branch
of a noncontrolled foreign corporation, the dollar election must be made
on Form 8819 by the corporation or the majority domestic corporate
shareholders on behalf of the corporation. The same rules apply for the
QBUs that apply for CFCs or branches of CFCs, except that “majority
domestic corporate shareholders” is used instead of “controlling U.S.
shareholders.” The term majority domestic shareholders means those
domestic corporate shareholders who in the aggregate own greater than
50 percent of the total combined voting power of all classes of stock of
the noncontrolled foreign corporation entitled to vote that is owned by
all the domestic corporate shareholders (Treas. Reg. Sec. 1.985-2(c)(3)).

Section 988 Transactions
Some of the principal issues of foreign currency transactions relate to the
timing of recognition, the character, and the geographic source of the
gains or losses. Section 988 addresses those issues. Generally, the recog
nition of foreign currency exchange gain or loss generally must be
separately accounted for; that is, the gain or loss must be accounted for
separately from any gain or loss attributable to the underlying trans
action. For example, a U.S. company may purchase inventory from a
foreign manufacturer. If the purchase price is to be paid in U.S. dollars,
the inventory will be recorded at the U .S dollar cost, and no foreign
exchange gain or loss will be recognized regardless of changes in the
exchange rate between U.S. currency and the foreign currency. If, on the
other hand, the purchase price of the inventory items is to be paid in the
currency of the foreign country and the exchange rate changes between
the transaction date and the payment date (that is, when the payment in
foreign currency is made), gain or loss is recognized on any change in the
exchange rate between the date of purchase and the date the payment is
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made in foreign currency and is treated as ordinary income. The inven
tory is recorded at the dollar value as of the date of purchase. In addition,
there must generally be a closed and completed transaction or realization
event, such as the actual payment of a liability.
Example 18.2. R. Smith, a U.S. citizen, converted $20,000 into Swiss francs
at a time when the exchange rate of Swiss francs to U.S. dollars was 0.33.
The 60,000 francs were deposited in a Swiss bank. One year later, when the
exchange rate of francs to dollars was 0.25, Smith had not converted the
60,000 francs into other property; therefore, no loss is recognized. If the
funds had been converted to U.S. dollars or any property distinguishable
from a bank deposit, the loss would be recognized.

Foreign currency gain means any gain from a section 988 transaction
to the extent such gain does not exceed the gain realized because of
changes in exchange rates on or after the booking date and before the
payment date. A foreign currency loss means any loss from a section 988
transaction to the extent that such loss does not exceed the loss realized
because of changes in the exchange rates on or after the booking date
and before the payment date. The booking date is (1) the date of acquisi
tion, (2) the date on which the taxpayer becomes obligor, (3) the date
on which an item is accrued or otherwise taken into account, or (4) the
date a position is entered into or acquired. The payment date is the date
on which payment is made or received or the date the taxpayer’s rights
with respect to the position are terminated.
Example 18.3. A taxpayer whose functional currency is the dollar acquires a
debt instrument denominated in Qs for Q5,000. The debt is not part of a
section 988 hedging transaction. The exchange rate at the time of the acqui
sition was Q1 = $.20. If the taxpayer sells the debt instrument for Q6,000
when the exchange rate is Q1 = $.24, of the $440 gain ([Q6,000 X $.241 [Q5,000 X $.20]), $200 is a foreign currency gain (l$.24 — $.20] X
Q5,000). If the taxpayer sells the debt instrument for Q6,000 when the
exchange rate is Q1 = $.167, there would be no gain or loss on the section
988 transaction ([Q6,000 X $.167] — [Q5,000 X $.20]) and therefore no
foreign currency gain or loss. If the exchange rate at the time of the sale was
Q1 = $.19 there is a gain of $140 ([Q6,000 X $.19] — [Q5,000 X $.20]) but
none of it is a foreign currency gain. If the exchange rate was Q1 = $.15,
there is a loss of $100, all of which is a foreign currency loss.

A section 988 transaction includes a disposition of nonfunctional
currency and certain transactions if the amount the taxpayer is entitled
to receive or pay by reason of the transaction is denominated in terms of

Translation of Foreign Currency

627

a nonfunctional currency or is determined by reference to the value of
one or more nonfunctional currencies. These section 988 transactions
include the following:
1.

2.
3.

4.

The taxpayer disposes of nonfunctional currency, which includes
coin, currency, nonfunctional currency-denominated demand or
time deposits, and similar instruments issued by a bank or other
financial institution. These transactions are treated as section 988
transactions for the purpose of establishing the taxpayer’s basis in
the currency and determining exchange gains or losses (Treas. Reg.
Sec. 1.988-1(a)(1)).
The taxpayer acquires a debt instrument or becomes an obligor
under a debt instrument (Treas. Reg. Sec. 1.988-1(a)(2)(i)).
The taxpayer accrues or otherwise takes into account any item of
expense or gross income or receipts that is to be paid or received
after the date on which it is so accrued or taken into account (Treas.
Reg. Sec. 1.988-1(a)(2)(ii)).
The taxpayer enters into or acquires any forward contract, futures
contract, option, or similar financial instrument (which includes a
notional principal contract). This provision covers a forward contract,
futures contract, option, warrant, or similar property only if the
underlying property to which the instrument ultimately relates is
a nonfunctional currency or is a payable or receivable. For example,
a forward contract to purchase wheat denominated in a nonfunc
tional currency is not covered, whereas a forward contract to
purchase a nonfunctional currency is covered (Treas. Reg. Sec.
1.988-1(a)(2)(iii)(A )). A notional principal contract means an
interest rate swap, cap, floor, collar, or similar financial instrument
that provides for the payment of amounts by one party to another at
specific intervals measured by interest rates and notional principal
amounts in exchange for specific consideration or a promise to pay
similar amounts. It also includes a currency swap (Treas. Reg. Sec.
1.988-1(a)(2)(iii)(B)(2)).

The regulations exclude certain transactions from the definition of
section 988 transactions, such as any regulated futures contract or non
equity option that would be marked to market under section 1256 if held
on the last day of the taxable year (Treas. Reg. Sec. 1.988-1(a)(7)(i)).
Although usually excluded, certain regulated futures contracts and non
equity options can be treated as section 988 transactions if the taxpayer
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makes an election. Treas. Reg. Sec. 1.988-1(a)(7)(iii) explains the proce
dure for making this election. The election may be made for any taxable
year on or before the first day of that taxable year or, if later, on or before
the first day during that year the taxpayer holds a regulated futures con
tract or nonequity option (section 988(c)(1)(D)(ii)). In the case of a
partnership or S corporation, the election is made by each partner or
shareholder separately. Certain partnerships making an election to be
treated as a qualified fund, discussed subsequently, are not covered by the
foregoing rule.
In the case of a qualified fund, section 988 transactions will not include
entering into or acquiring any forward contract, futures contract, option,
or similar financial instrument that would be marked to market under
section 1256 if held on the last day of the taxable year. A qualified fund
means any partnership if, at all times during the taxable year to which an
election applies, the partnership has the following characteristics;
1.

2.
3.

4.

There are at least twenty partners, and no single partner owns more
than 20 percent of the interests in the capital or profits. The interest
of a general partner in the partnership will not be treated as failing
to meet the 20-percent ownership requirements for any taxable year
if the partner had no ordinary income or loss that is foreign currency
gain or loss. In addition, any income allocable to a general partner as
incentive compensation based on profits rather than capital is not
taken into account in determining the partner’s interest in profits in
the partnership. If a partner receives all tax-exempt income from a
partnership, the interest of the partner will not be treated as failing
the 20-percent test. For purposes of the 20-percent test, there is a
look-through rule that requires that an interest in a partnership held
by another partnership is treated as held proportionately by the part
ners in the other partnership.
The principal activity of the partnership consists of buying and sell
ing options, futures, or forwards with respect to commodities.
At least 90 percent of the gross income for the taxable year consists
of (a) income or gains from interest, dividends, commodities or futures,
forwards, and options with respect to commodities or (b) gain from
the sale or disposition of capital assets held for the production of
interest or dividends.
No more than a de minimis amount of the gross income for the tax
able year was derived from buying and selling commodities.
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An election applies to the taxable year. This election must be made
on or before the first day of the taxable year, or, if later, on or before
the first day during the year in which the partnership holds an
applicable instrument. Once made, the election is binding to all
subsequent years unless revoked with the consent of the IRS
(section 988(c)(l)(D )(iii)).

In the case of a qualified fund, any bank forward contract, any for
eign currency futures contract, or any similar instrument traded on a
foreign exchange that is not otherwise a section 1256 contract is treated
as a section 1256 contract for purposes of section 1256 (section
988(c)(1)(D)(iv)(I)). Gains and losses on these section 1256 contracts
will be treated as short-term (section 988(c)(1)(D)(iv)(II)).
Furthermore, a transaction entered into by an individual that other
wise qualifies as a section 988 transaction will be considered a section
988 transaction only to the extent expenses properly allocable to the
transaction meet the requirements of section 162 or 212 (other than
section 212 expenses addressing expenses incurred in connection with
taxes). Thus, if a taxpayer converts a functional currency into a nonfunc
tional currency and disposes of the nonfunctional currency by paying
purely personal expenses (such as a vacation), such disposition will not
be a section 988 transaction (Treas. Reg. Sec. 1.988-1(a)(9)).
Transactions between or among the taxpayer and qualified business
units of that taxpayer (intrataxpayer transactions) are not section 988
transactions, but instead are treated under section 987. Exchange gain or
loss will be recognized on intrataxpayer transactions involving nonfunc
tional currency or debt; payables or receivables; forward, futures, or
option contracts; or similar financial instruments entered into with
another taxpayer when these items as a result of the transaction lose
their character, or when the source of the exchange gain or loss could be
altered. Such gains or losses are treated as dispositions of foreign currency
and treated under section 988 (Treas. Reg. Sec. 1.988-1(a)(10)).
Taxpayers attempting to avoid section 988 treatment or to character
ize a transaction under section 988 must be aware that the commissioner
may recharacterize a transaction (or series of transactions) in whole or in
part as a section 988 transaction, if the effect is to avoid section 988, or
may exclude a transaction (which in form is a section 988 transaction) if
it is not properly considered a section 988 transaction. For example, a
taxpayer whose functional currency is the dollar, who transfers Swiss
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francs to a newly formed U.S. corporation whose functional currency is
the dollar, and who immediately sells the stock of the newly formed U.S.
corporation runs the risk that the commissioner may treat the sale of the
stock as a substitute for disposition of an asset subject to section 988,
even if the formation of the U.S. corporation qualifies as tax-free under
section 351 (Treas. Reg. Sec. 1.988-1(a)(11)).

Dispositions of Nonfunctional Currency
Recognition and Computation of Exchange Gain or Loss

Generally, the recognition of gain or loss upon the sale or other disposi
tion of nonfunctional currency is governed by the recognition provision
in the Internal Revenue Code that applies to the sale or disposition of
property. With respect to section 1031 transactions, nonfunctional cur
rency is not considered “like kind” property with respect to a different
nonfunctional currency. The following transactions are not considered
recognition events:
1.
2.

3.

4.

5.

An exchange of units of nonfunctional currency for different units
of the same nonfunctional currency
The deposit of nonfunctional currency in a demand or time deposit,
or similar instrument (such as a CD) issued by a bank or other finan
cial institution if such instrument is denominated in such currency
The withdrawal of nonfunctional currency from a demand or time
deposit or similar instrument if such instrument is denominated in
such currency
The receipt of nonfunctional currency from a bank or other finan
cial institution from which the taxpayer purchased a certificate of
deposit or similar instrument denominated in such nonfunctional
currency, by reason of the maturing or other termination of such
instrument
The transfer of nonfunctional currency from a demand or time
deposit or similar instrument issued by a bank or other financial
institution to another demand or time deposit or similar instrument
denominated in the same nonfunctional currency issued by a bank
or other financial institution (Treas. Reg. Sec. 1.988-2(a)(1))
Example 18.4. X is a corporation on the accrual method of accounting, with
the U.S. dollar as its functional currency. On January 1, 1995, X acquires
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1,500 British pounds for $2,250 (£1 = $1.50). On January 3, 1995, when the
spot rate is £1 = $1.49, X deposits the £1,500 with a British financial institu
tion in a non-interest-bearing demand account. On February 1, 1995, when
the spot rate is £1 = $1.45, X withdraws the £1,500. On February 5, 1995,
when the spot rate is £1 = $1.42, X purchases inventory in the amount of
£1,500. No exchange loss is realized until February 5, 1995, when X disposes
of the £1,500 for inventory. At that time, X realizes exchange loss in the
amount of $120. The loss is not an adjustment to the cost of the inventory
(Based on Treas. Reg. Sec. 1.988-2(a)(1)(iv), example).
Exchange gain or loss realized from the sale or other disposition of
nonfunctional currency is the difference between the amount realized
and the adjusted basis of such currency. The amount realized is deter
mined under section 1001(b). The adjusted basis of nonfunctional
currency is determined under the applicable provisions of the Code
(sections 1011 through 1023). If, however, the taxpayer uses a spot-rate
conversion to determine exchange gain or loss with respect to a receiv
able, that taxpayer shall determine the adjusted basis for any nonfunctional
currency received in satisfaction of the receivable in a consistent manner.
The exchange of nonfunctional currency for property is treated as
(1) an exchange of nonfunctional currency for units of functional
currency at the spot rate on the date of the exchange and (2) the pur
chase or sale of the property for such units of functional currency (Treas.
Reg. Sec. 1.988-2(a)(2)).
Example 18.5. G is a U.S. corporation with the U.S. dollar as its functional
currency. On January 1, 1993, G enters into a contract to purchase a paper
manufacturing machine for 10,000,000 British pounds for delivery on
January 1, 1995. On January 1, 1995, when G exchanges £10,000,000
(which G purchased for $12,000,000) for the machine, the fair market value
of the machine is £17,000,000. On January 1, 1995, the spot exchange rate is
£1 = $1.50. The transaction is treated as an exchange of £10,000,000 for
$15,000,000 and the purchase of the machine for $15,000,000. Accordingly,
in computing G’s exchange gain of $3,000,000 on the disposition of the
£10,000,000, the amount realized is $15,000,000. G’s basis in the machine is
$15,000,000. No gain is recognized on the bargain purchase of the machine.
(Based on Treas. Reg. Sec. 1.988-2(a)(2)(ii)(C), example).
Translations With Respect to Debt Instruments
Interest Income. Interest income that is received with respect to a

demand account with a bank or other financial institution and that is
denominated in (or whose payments are determined by reference to) a
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nonfunctional currency is translated into functional currency at the spot
rate on the date received or accrued or pursuant to any reasonable spot
rate convention consistently applied by the taxpayer to all taxable years
and to all accounts denominated in nonfunctional currency in the same
financial institution. For example, the taxpayer may translate interest
received with respect to a nonfunctional currency demand account on
the last day of each month of the taxable year, on the last day of each
quarter of the taxable year, on the last day of each half of the taxable
year, or on the last day of the taxable year. No exchange gain or loss is
recognized on the receipt or accrual of the interest income.
Translated interest income or expense on section 988 debt instru
ments—when all payments are denominated in, or determined with
reference to, a single nonfunctional currency— is determined in units of
nonfunctional currency and translated into functional currency at either
the spot rate at the time of payment if accrual was not required or, if
accrued, at the average rate (simple average of the spot rates) for the
interest accrual period (Treas. Reg. Sec. 1.988-2(b)(2)). For taxable years
beginning after March 17, 1992, a taxpayer may elect to translate inter
est income and expense at the spot rate on the last day of the accrual
period (Treas. Reg. Sec. 1.988-2(b)(ii)(B)).
The holder of a debt instrument will realize gain or loss with respect
to the accrued interest income on the date the accrued interest is
received or the instrument is disposed of. The amount of exchange gain
or loss realized with respect to accrued interest income is determined for
each accrual period by subtracting, from the translated units of nonfunc
tional currency interest income received with respect to the accrual period,
the amount computed by translating the units of nonfunctional currency
interest income accrued with respect to the income received at the aver
age exchange rate for the accrual period (Treas. Reg. Sec. 1.988-2(b)(3)).
The obligor under a debt instrument will realize exchange gain or
loss with respect to accrued interest expense on the date such accrued
interest expense is paid or the obligation to make payments is transferred
or extinguished (including a deemed disposition under section 1001 that
results from a material change in terms of the instrument). The amount
of exchange gain or loss realized with respect to accrued interest expense
is determined for each accrual period using the following procedure:
1) translating the units of nonfunctional currency interest expense
accrued at the average rate (or other rate specified) (see Treas. Reg. Sec.
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1.988-2(b)(2)(iii)(B)) for the accrual period and 2) subtracting from
that amount the amount computed by translating the units of nonfunc
tional currency interest paid (or, if the obligation to make payments is
extinguished or transferred, the units accrued) with respect to such
accrual period into functional currency at the spot rate (a) on the date
payment is made or (b) the obligation is transferred or extinguished (or
deemed extinguished) (Treas. Reg. Sec. 1.988-2(b)(4)).
The holder of a debt instrument will realize exchange gain or loss
with respect to the principal amount of such instrument on the date
principal is received from the obligor or the instrument is disposed of
(including a deemed disposition under section 1001 that results from a
material change in terms of the instrument). For purposes of computing
exchange gain or loss, the principal amount of a debt instrument is the
holder’s purchase price in units of nonfunctional currency. If, however,
the holder acquired the instrument in a transaction in which exchange
gain or loss was realized but not recognized by the transferor, the non
functional currency principal amount of the instrument with respect to
the holder shall be the same as that of the transferor. The amount of
exchange gain or loss so realized by the holder with respect to principal is
determined by translating the units of nonfunctional currency principal
at the spot rate on the date payment is received or the instrument is
disposed of (or deemed disposed of) and subtracting from that amount
the amount computed by translating the units of nonfunctional currency
principal at the spot rate on the date the holder (or a transferor from
whom the nonfunctional principal amount is carried over) acquired the
instrument (or is deemed to acquire the instrument) (Treas. Reg. Sec.
1.988- 2(b)(5)).
An obligor under a debt instrument will realize an exchange gain or
loss with respect to the principal amount on the date on which principal
is paid or the obligation to make payments is extinguished or transferred.
The principal amount of a debt instrument is the amount received by the
obligor for the debt instrument in units of nonfunctional currency. If the
obligation was acquired in a nontaxable exchange, the nonfunctional
currency principal amount of the instrument for the obligor will be the
same as that of the transferor. If exchange gain or loss realized is required
to be recognized, the amount of gain or loss realized by the obligor is
determined by subtracting, from the translated (at the spot rate) units of
nonfunctional currency principal on the date the obligor became obligor,
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the amount computed by translating the units of nonfunctional currency
principal at the spot rate on the date payment is made or the obligation
is extinguished or transferred (Treas. Reg. Sec. 1.988-2(b)(6)).
Example 18.6. X, an accrual method taxpayer with the dollar as its func
tional currency, converts $13,000 to Q10,000 on January 1, 1993, at a spot
rate of Q1 = $1.30 and loans the Q10,000 to Y for three years. The terms of
the loan provide that Y will make interest payments to Q1,000 on December
31 of the years 1993, 1994, and 1995, and will repay X’s Q10,000 principal
on December 31, 1995. Average and spot exchange rates for the dollar and
Q are as follows:
A ccru al

A v e rag e R ate

P eriod

( Q ’s to D o lla rs)

D a te

1993
1994
1995

Q1 = $1.32
Q1 =$1.37
Q1 = $1.42

1/1/93
12/31/93
12/31/94
12/31/95

S p o t R ate
( Q ’s to D o lla rs)

Q1
Q1
Q1
Q1

= $1.30
= $1.35
= $1.40
= $1.45

X will accrue the Q1,000 interest payments at the average exchange rate
for the accrual period. Accordingly, X will have interest income of $1,320 for
1993, $1,370 for 1994, and $1,420 for 1995. Because X is an accrual basis
taxpayer, X determines exchange gain or loss for each interest accrual period
by translating the units of nonfunctional currency interest income received
with respect to such accrual period at the spot rate on the date received and
subtracting the amount of interest income accrued for each period. Thus, X
will realize exchange gain with respect to the interest received under the
loan, computed as follows:
Spot
V alu e

A c c ru e d

In terest

E xchange
G a in

$30
30
30

In terest

Year

R eceived

@ A v e rag e
R ate

1993
1994
1995

$1,350
1,400
1,450

$1,320
1,370
1,420

X will realize exchange gain of $1,500 upon retirement of the Q 10,000
loan principal amount on December 31, 1995, determined by translating the
Q10,000 principal amount at the spot rate on the date it is received
(Q10,000 X $1.45 = $14,500) and subtracting from it the amount deter
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mined by translating the Q10,000 at the spot rate on the date the loan
was made (Q10,000 X $1.30 = $13,000) (Based on Treas. Reg. Sec.
1.988-2(b)(9), example (2)).

Discount and Premium
Original Issue Discount (OID)

The original issue discount (OID) on an obligation denominated in a
nonfunctional currency for any accrual period will be determined in that
nonfunctional currency and translated into the taxpayer’s functional cur
rency based on the average exchange rate in effect during the accrual
period. The functional currency amount of the OID deducted for any
accrual period will be treated as the amount of functional currency added
to the borrowing on account of the OID, for purposes of determining the
amount of gain or loss realized when the borrowing is repaid.
Example 18.7. On December 31, 19X1, the taxpayer, whose functional cur
rency is the U.S. dollar, issues for Q4,645 a bond that requires a semiannual
payment of interest of Q150 and a final payment of Q5,000 at maturity
(December 31, 19X3). The bond has a yield of 5 percent semiannually. The
accrual period is six months, commencing on December 31, 19X1. At the
end of the first accrual period, on June 30, 19X1, the first Q150 interest pay
ment is made, all other interest payments are made on their accrual dates,
and the bond is retired on December 31, 19X3. Interest payments and
accrued OID are translated at the exchange rate in effect at the end of the
accrual period. The taxpayer deducts the dollar amount of the interest and
accrued OID and increases the dollar basis in the bond by the same amount.
At the end of the first accrual period, June 30, 19X2, the first Q150 inter
est is paid. Interest payments are translated at the exchange rate in effect on
the payment date. Accrued OID is Q82 (Q150 — [.05 X Q4,645]). This
amount is translated into U.S. dollars using the average exchange rate
during the accrual period. The dollar equivalent OID is $26 (Q82 X .32).
The taxpayer deducts the dollar amount of accrued OID and the interest
paid and increases the dollar basis in the bond from 1,394 to 1,420. As a
result of the appreciation of the Q, the taxpayer has an unrealized currency
loss of $187, the difference between the dollar basis of the bond ($1,420)
and the basis in Qs translated at the current exchange rate $1,607 (Q4,727
X .34). This currency loss is not recognized until the indebtedness is
discharged. It is an ordinary loss and its source is the issuer’s residence.

636

U.S. Tax Aspects of Doing Business Abroad

Qs

D o llars
E n d -o fPeriod

D a te
A ccru al
A c c ru e d

Period
Ends

12/31/X1
6/30/X2
12/31/X2
6/30/X3
12/31/X3
12/31/X3
Total

B a sis

C ash

4,645
150
4,727
150
4,813
4,905
150
150
5,000
-0- 5,000

O ID

Average

A c c ru e d

E xch an ge E xch an ge
R ate
R ate

C u rre n c y

($/Q)

82
86
92
95

.30
.34
.34
.36
.36

A c c ru e d

G a in

($/Q)

Basis

C ash

.32
.34
.35
.36

1,394
1,420
1,449
1,481
1,515
-0-

51
51
54
54
1,800

26
29
32
34

2,010

121

5,600

O ID

(L o s s )

(187)
(187)
(285)
(285)

Payment Ordering Rules

There is also an ordering rule specified in the regulations for amounts
received or paid with respect to debt instruments subject to rules under
section 163(e) or sections 1271-1288. Amounts received or paid are first
treated as a receipt or payment of periodic interest, second as a receipt or
payment of OID, and finally as a receipt or payment of principal.
Payments on other debt instruments are treated as interest or principal
under section 163 or other applicable sections of the Code (Treas. Reg.
Sec. 1.988(b)(7)).
Example 18.8. C is a corporation that is a calendar year accrual method tax
payer whose functional currency is the dollar. On January 1, 1994, C lends
Q10,000 in exchange for a note under the terms of which C will receive two
equal payments of Q5,762 on December 31, 1994, and December 31, 1995.
There is no OID under section 1273. Each payment of Q5,762 represents an
annual payment necessary to amortize the Q10,000 principal amount at a
rate of 10 percent compounded annually over a two-year period. The follow
ing tables reflect the amount of principal and interest that compose each
payment and the relevant exchange rates:
D a te

P rin cip al

In terest

12/31/94
12/31/95

Q4,762
Q5,238

Q1,000
Q 524
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Date

Spot Rate

Average Rate for
Year-end

1/1/94
12/31/94
12/31/95

Q 1 = $1.30
Q 1 = $1.40
Q 1 = $1.50

$1.35
$1.45
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Because C is an accrual basis taxpayer, C will translate the interest income at
the average rate for the accrual period. C ’s interest income is $1,350 (Q 1,000
X $1.35) in 1994 and $760 (Q 524 X $1.45) in 1995. C will realize
exchange gain or loss upon the receipt o f the accrued interest in the amount
o f $50 ([Q 1,000 X $1.40] - $1,350) in 1994 and $26 ([Q 524 X $1.50] $760) in 1995. In addition, C will realize exchange gain or loss upon the
receipt o f principal each year in the amount o f $476 ([Q 4,762 X $1,301 [Q4,762 X $1.30]) in 1994 and $1,048 ([Q 5,238 X $1.50] - [Q5,238 X
$1.30]) in 1995 (Based o n Treas. Reg. Sec. 1.988-2(b)(9), exam ple 6 ).

Limitation on Disposition

When a debt instrument is paid or disposed of, or when the obligation to
make payments is satisfied by another person or extinguished or assumed
by another person, exchange gain or loss is computed on interest and
principal. The sum of any exchange gain or loss on the principal and
interest is recognized only to the extent of the total gain or loss realized
on the transaction (Treas. Reg. Sec. 1.988-2(b)(8)).
Bond Premiums

Amortizable bond premium is computed in units of the nonfunctional
currency in which the bond is denominated. Amortizable bond premium
reduces interest income or expense in units of nonfunctional currency.
Exchange gain or loss is realized with respect to bond premium by treat
ing the portion of premium amortized with respect to any period as a
return of principal. A holder of a bond that does not elect to amortize
bond premium under section 171 will recognize a market loss when the
bond matures (Treas. Reg. Sec. 1.988-2(b)(10)).
E xam ple 1 8 .9 . X is an individual who is on the cash m ethod o f accounting

and whose functional currency is the dollar. O n January 1, 1991, X purchases
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Y corporation’s note for Q 10,799 from Z, an unrelated party. T h e note has an
issue price of Q 10,000, has a stated redemption price at maturity o f Q 10,000,
pays interest in Q ’s at a rate o f 10 percent compounded annually, and
matures on December 31, 1995. X elects to amortize the bond premium of
Q 799 under the rules o f section 171. Bond premium is determined and
amortized in Q ’s. T he amortization schedule is as follows:
Y ear

Bond

E n d in g

P rem iu m

1 2 / 31

A m ortized

—

1991
1992
1993
1994
1995

—

Q 136
147
159
171
186

U n am o rtize d
P rem iu m P lu s
P rin cip al

Q 10,799
10,663
10,516
10,357
10,186
10,000

In terest
—

Q 864
853
841
829
814

T h e bond premium reduces X ’s Q interest income under the note. Thus, for
1991 the Q 1,000 interest payment made in 1991 is reduced by the Q 136 of
bond premium resulting in Q 864 interest income translated at the spot rate
on Decem ber 31, 1991. Exchange gain or loss is realized on the Q 136 bond
premium based on the difference between the spot rates on (1) January 1,
1991, (2) the date the premium is paid to acquire the bond, and (3) the date
the bond premium is returned as part o f the stated interest. T he Q 136 bond
premium reduces the unamortized premium plus principal to Q 10,663. O n
December 31, 1995, when the bond matures and the Q 799 o f bond premium
has been fully amortized, X will realize exchange gain or loss with respect to
the remaining purchase price o f Q 10,000 (Based on Treas. Reg. Sec. 1.9882 (b ) ( 1 0 )(ii), exam ple).

Market Discount

Market discount is determined in the units of nonfunctional currency in
which the market discount is denominated. Accrued market discount
(other than market discount currently included in income under section
1278(b)) is translated into functional currency at the spot rate on the
date on which the market discount bond is disposed. No part of the
accrued market discount is treated as exchange gain or loss.
When nonfunctional currency debt is exchanged for stock of an
obligor (except for transactions treated under section 267, 1091, or
1092), realized exchange gain or loss must be recognized by the holder
and the obligor on the principal and accrued instrument on the debt
instrument. The amount of gain or loss is recognized only to the extent
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of the total gain or loss on the exchange. A debt instrument that is
acquired by the obligor from a shareholder as a contribution to capital
is treated as an exchange for stock whether or not additional stock is
issued. Section 988 is applied before section 108; that is, to the extent
section 988 applies, the amount of discharge of indebtedness income
is reduced under section 108.
E xam ple 1 8 .1 0 . X , a foreign corporation whose functional currency is the Q,
lends Q 10,000 at a market rate of interest to Y, its wholly owned U .S . sub
sidiary, on January 1, 1993, on which date the spot exchange rate is Q 1 = $1.
Y’s functional currency is the U .S . dollar. O n January 1, 1995, when the spot
exchange rate is Q 1 = $.50, X cancels the debt as a contribution to capital.
Y will realize and recognize exchange gain with respect to the Q 10,000 issue
price o f the debt instrument on January 1, 1995. Y will compute a $5,000
exchange gain by translating the issue price at the spot rate on the date Y
becam e the obligor ( Q 10,000 X $1) and by subtracting from th at amount
the issue price translated at the spot rate on the date o f extinguishm ent
(Q 10,000 X $.50). U nder section 108(e)(6), on the acquisition o f its
indebtedness from X as a contribution to capital, Y is treated as having satis
fied the debt with an am ount o f money equal to X ’s adjusted basis in the debt
(Q 10,000). For purposes o f section 108(e)(6), X ’s adjusted basis is translated
into U .S . dollars at the spot rate on the date Y acquires the debt (Q 1 =
$.50). Therefore, Y is treated as having satisfied the debt for $5,000. T h e
amount o f indebtedness is considered to be reduced by the exchange gain
from $10,000 to $5,000. Accordingly, Y recognized $5,000 o f exchange gain
and no discharge o f indebtedness income on the extinguishm ent o f its debt
to X (Based on Treas. Reg. Sec. 1.988-2(b)(13), exam ple (2 )).

Exchange Gain or Loss

Exchange gain or loss with respect to gross income or receipts that is to
be received after the accrual date is realized on the date payment is made
or received. Exchange gain or loss realized is determined by multiplying
the units of nonfunctional currency received by the spot rate on the
payment date, and subtracting from that the amount determined by
multiplying the units of nonfunctional currency received by the spot rate
on the booking date. Exchange gain or loss realized on an item of expense
is determined by multiplying the units of nonfunctional currency paid by
the spot rate on the booking date and subtracting from such amount the
amount determined by multiplying the units of nonfunctional currency
paid by the spot rate on the payment date.
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E xam ple 1 8 .1 1 . X is a calendar-year corporation with the dollar as its func

tional currency. X is on the accrual m ethod of accounting. O n January 15,
1995, X sells inventory for 10,000 C anadian dollars. T h e spot rate on
January 15, 1995, is C$1 = U .S.$.55. O n February 23, 1995, when X receives
payment o f the C $10,000, the spot rate is C$1 = U .S.$.50. O n February 23,
1995, X will realize exchange loss. X ’s loss is computed by multiplying the
C $10,000 by the spot rate on the date the C $10,000 are received (C $10,000
X .50 = U .S . $5,000) and subtracting from that the amount computed by
multiplying the C $10,000 by the spot rate on the booking date (C $10,000
X .55 = U .S . $5,500). Thus, X ’s exchange loss on the transaction is U .S .
$500 (U .S . $ 5 ,0 0 0 - U .S . $5,500).

Exchange gain or loss on a forward, futures, and option contract (but
not a spot contract to buy or sell nonfunctional currency unless the spot
contract is disposed of prior to making or taking delivery of the currency)
is realized and recognized under the principles laid out in Treas. Reg. Sec.
1.988-2(d).
Gain or loss on these contracts is realized under the normal rules in
the Code (for example, Code sections 1001, 1092, and 1256). In general,
exchange gain or loss is not realized solely because the transaction is off
set by another transaction or transactions. If, however, the economic
benefit is derived in any offset transaction, any gain inherent in the off
set positions is recognized.
Exchange gain or loss on these contracts is determined by subtract
ing the amount paid (or deemed paid), if any, for the contract from the
amount received or deemed received from the contract. This rule also
applies if the taxpayer makes or takes delivery in connection with these
contracts. Gain or loss is recognized as if the contract was sold for its fair
market value on the delivery date.
E xam ple 1 8 .1 2 . X, a calendar-year corporation whose functional currency is

the dollar, entered into a forward contract on O ctober 1, 1994, to purchase
Q 100,000 for delivery on M arch 1, 1995. T h e six-m onth forward rate was
$.4907. O n M arch 1, 1995, X takes delivery o f the Q 100,000 when the spot
rate is $.48. X is treated as if it sold the contract for its fair market value
when it takes delivery o f nonfunctional currency under the forward contract.
Therefore, X has an exchange loss o f $1,070 ([$.48 X Q 1 00,000] — [$.4907
X Q 100,000]) and a basis o f $48,000 in the Q 100,000 (Based on Treas. Reg.
Sec. 1.988-2(d)(4)(iii), exam ple ( 1).
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Currency Swaps and Other Notional Principal Contracts

Exchange gain or loss with respect to a notional principal contract must
be realized according to the taxpayer’s method of accounting, as long as
that method clearly reflects income.
In general, any exchange gain or loss realized with respect to a cur
rency swap contract must be characterized as an exchange gain or loss
and not as interest income or expense. Any realized exchange gain or
loss is recognized unless otherwise provided by the Code. A currency
swap is a contract involving different currencies between two or more
parties to (1) exchange periodic interim payments on principal to matu
rity of this contract and to (2) exchange the swap principal amount upon
maturity of the contract. The timing and computation of the periodic
interim payments provided in a currency swap agreement are determined
by treating (1) payments made under the swap as payments made
pursuant to a hypothetical borrowing that is denominated in the cur
rency in which payments are required to be made under the swap and
(2) payments received under the swap as payments received pursuant to
a hypothetical loan that is denominated in the currency in which
payments are received under the swap.
Exchange gain or loss with respect to the principal amount is realized
on the day the units of swap principal in each currency are exchanged.
The gain or loss is determined on the date of the exchange by subtract
ing the value (on that date) of the units of swap principal paid from the
value of the units of swap principal received.
E xam ple 1 8 .1 3 . C is an accrual m ethod calendar-year corporation whose
functional currency is the dollar. O n January 1, 1992, when the spot rate was
Q 1 = $1.50, C enters into a currency swap contract with J under which C
agrees to make and receive the following payments:

Date

C Pays

J Pays

12/31/92
12/31/93
12/31/94
12/31/95

$ 1,500
4,104

Q 1,200

-

0

-

15,000

1,200
1,200
11,200

C must treat the dollar periodic interim payments under the swap as made
pursuant to a hypothetical dollar borrowing. T he hypothetical issue price is
$15,000, and the stated redem ption price at maturity is $20,604 ($15,000 +
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$5,604). T h e amount of the hypothetical interest expense must be amortized
in accordance with econom ic accrual. J must therefore include, and C must
deduct, periodic interim payment amounts as follows;
Amount Taken
D a te

In to A c c o u n t

12/31/92
12/31/93
12/31/94
12/31/95

$1,500
1,500
1,240
1,364

Adjusted
Issue Price

$15,000
12,396
13,636

G ain or loss on the periodic payments o f the currency swap is determined
with respect to the dollar cash flow, as in the foregoing amortization sched
ule, and the corresponding Q cash flow, as stated in the currency swap
agreement (Based on Treas. Reg. Sec. 1.988-2(e)(5), exam ple (2 )).

Character of Gains or Losses

In general, foreign currency gain or loss attributable to a section 988
transaction is computed separately and treated as ordinary income or loss
(section 988(a)(1)(A)). Capital gain or loss treatment may be elected for
forward contracts, futures contracts, and options that constitute capital
assets in the hands of the taxpayer that are not marked to market under
section 1256, are not parts of a tax straddle, and meet the identification
requirements (section 988(a)(1)(B)). In some section 988 transactions,
foreign currency gain or loss will be treated as interest income or expense
(section 988(a)(2)). Exchange gain or loss realized on a section 988
transaction will be treated as interest income or expense on tax-exempt
bonds, in allocations and apportionment of interest expense under
Temp. Treas. Reg. Sec. 1.861-9T, and in administrative pronouncements.
Source of Gains or Losses

In general, foreign currency gain or loss attributable to a section 988
transaction that is treated as ordinary income will have its source deter
mined by reference to the residence of the taxpayer or the QBU of the
taxpayer on whose books the asset, liability, or item of income or expense
is properly reflected. An individual’s residence is the country in which
the person’s tax home (under the principles of section 911(d)(3)) is located.
The residence of a U.S. corporation, partnership, estate, or trust is the
United States. The residence of a foreign corporation, partnership, estate,
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or trust is considered not to be in the United States. In the case of a QBU,
the residence of each unit is the country in which it is located. The resi
dency of a partner in a partnership not engaged in a U.S. trade or
business is determined at the partner level (Treas. Reg. Sec. 1.988-4(d)).
There is a special sourcing rule for loans made by a U.S. person or a
related person (as defined by section 954(d)(3)), to a 10-percent-owned
foreign corporation, when the loan is denominated in a currency other
than the dollar and bears an interest rate at least 10 percentage points
higher than the federal midterm rate at the time the loan is made. In this
case, for purposes of section 904 only, the affected loans are marked to
market on an annual basis and interest income earned on the loan during
the year is treated as domestic source income to the extent of any loss on
the loan (Treas. Reg. Sec. 1.988-4(e)).
Any gain or loss realized on a section 988 transaction that is treated
as interest income or expense must be sourced or allocated and appor
tioned pursuant to section 861(a)(1), 862(a)(1), or 864(e). The allocation
and apportionment of exchange gain or loss under 1.861-9T does not
affect the source of exchange gain or loss for purposes of sections 871(a),
881, 1441, 1442 and 6049 (Treas. Reg. Sec. 1.988-4(f) and (g)).

Hedging Transactions
Hedges are typically used by U.S. taxpayers to protect the value of a for
eign currency-denominated item in terms of U.S. dollars. Such items
include foreign currency-denominated financial assets, anticipated
income, liabilities, and expenses. In addition, hedges are sometimes used
to protect the dollar value of stock in a CFC or to reduce or eliminate an
accounting exposure arising under generally accepted accounting prac
tices in a consolidated financial statement. Hedges are primarily entered
into to reduce the risk from two classes of transactions. The first class
includes transactions entered into to reduce the risk of foreign currency
rate fluctuations with respect to property held or to be held by the tax
payer. The second class includes transactions entered into to reduce the
risk of foreign currency fluctuations with respect to borrowings or incurred
obligations of the taxpayer.
A hedging transaction may, for example, involve a forward sale of the
currency of a foreign country that has an impact on the value of inven
tory, usually a commodity. A forward exchange contract obligates one
party to deliver a stipulated amount of foreign currency (or dollars) on a
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future specified date and the other party to deliver another currency (or
dollars) at a specified rate, called the “forward rate.” A bank is usually one
of the parties. Forward exchange contracts are typically available for periods
of 30, 60, 90, or 180 days. The seller (the party who agrees to deliver cur
rency against dollars) typically covers the contract by purchasing
currency sometime between the contract date and the delivery date, or
instructs the bank to effect the liquidating purchase on its behalf at the
maturity date. A gain will be realized if the currency has declined in value,
and a loss will be realized if the currency has increased in value. It is hoped
that the gain realized from a forward exchange contract will partially or
fully offset any losses realized because of declines in inventory values.
E xam ple 1 8 .1 4 . Sum m erland Corporation purchased $500,000 o f commodity
Q , o f which 60 percent o f the world’s supply is furnished by country D. A t
the time o f the purchase, the exchange rate for D ’s currency against U .S .
dollars was .025. T h e m anagem ent o f Sum m erland Corporation believes
that the currency o f D may devaluate by as much as 25 percent before com 
modity Q can be sold. In the past, any movements in the exchange rate o f
D ’s currency caused a comparable percentage change in the m arket price
of Q . Sum m erland therefore enters into a forward exchange contract for
20 m illion units ($500,000/.025) of D ’s currency. W ithin the period o f the
contract, D ’s currency is revalued to .02. T h e world m arket price for com 
modity Q drops by 18 percent. Sum m erland has a loss on inventory of
$90,000 (18% X $500,000) and a gain o f $100,000 on the forward exchange
contract, since 20 m illion units o f D ’s currency can be purchased for
$400,000 and sold for $500,000.

In the case of any transaction giving rise to foreign currency gain or
loss that is part of a section 988 hedging transaction, all positions in the
hedge are integrated and treated as a single transaction or are otherwise
treated consistently. No exchange gain or loss is recognized. A “section
988(d) hedging transaction” is an integrated economic transaction con
sisting of a qualifying debt and a hedge (section 988(d) hedge). A section
988(d) hedge is a spot contract, futures contract, forward contract, or simi
lar financial instrument that permits the calculation of a yield to maturity.
A qualifying debt instrument and a hedge are an integrated eco
nomic transaction if six criteria are satisfied:
1.

All payments to be made or received under the qualifying debt
instrument (or amounts determined by reference to nonfunctional
currency) are fully hedged on the date the taxpayer identifies the
transaction as a qualifying hedging transaction, so that a yield to
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2.
3.
4.

5.

6.
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maturity in which the synthetic debt instrument is denominated can
be calculated. Any contingent payment features of the qualifying
debt instrument must be fully offset by the hedge so that the syn
thetic debt instrument is not classified as a contingent debt instrument.
The hedge is identified on or before the date on which acquisition of
the financial instrument constituting the hedge is settled or closed.
None of the parties to the hedge are related under section 267(b) or
707(b).
In the case of a QBU with a residence outside of the United States,
both the qualifying debt instrument and the hedge are properly
reflected on the books of the QBU throughout the term of the quali
fied hedging transaction.
In general, both the qualifying debt instrument and the hedge are
entered into by the same individual, partnership, trust, estate, or
corporation (whether or not the corporation is a member of an affili
ated group that files a consolidated return).
With respect to a foreign person engaged in a U.S. trade or business
that enters into a qualifying debt instrument or hedge through this
trade or business, all items of income and expense associated with
the qualifying debt instrument and the hedge would have been
effectively connected with that trade or business throughout the term
of the qualified hedging transaction (Treas. Reg. Sec. 1.988-5(a)(5)).

If the hedge is entered into after the date the qualifying debt instru
ment is entered into or acquired (legging in), exchange gain or loss is
realized for changes in exchange rates between the date the instrument was
acquired, or the date the obligor assumed the obligation to make payments
under the instrument and the leg-in date. Any gain or loss realized is recog
nized on the date that the qualifying debt instrument matures or is
otherwise disposed of. The source and character of the gain is deter
mined on the leg-in date as if the qualifying debt instrument was actually
sold or terminated by the taxpayer.
If a qualifying debt instrument and hedge are properly identified as a
qualified hedging transaction and the taxpayer disposes of or otherwise
terminates the qualifying debt instrument or hedge prior to the maturity
of the qualifying hedging transaction (legging out), five rules apply. First,
the transaction will be treated as a qualified hedging transaction during
the time it was an integrated economic transaction. Second, if the hedge
is disposed of or otherwise terminated, the qualifying debt instrument
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is treated as if sold for its fair market value on the date the hedge is
disposed of (called the “leg-out date” ), and any gain or loss occurring
between the identification date and the leg-out date is realized and
recognized on the leg-out date. The spot rate on the leg-out date is used
to determine the exchange gain or loss.
The third rule is that if the qualifying debt instrument is disposed of
or otherwise terminated, the hedge is treated as sold for its fair market
value on the date the qualifying debt instrument is disposed of or other
wise terminated (the leg-out date), and any gain or loss occurring between
the identification date and the leg-out date is realized and recognized on
the leg-out date. The spot rate on the leg-out date is used to determine
exchange gain or loss on the hedge. The fourth rule, in general, is that
part of the qualifying hedging transaction that has not been terminated
cannot be part of a qualifying hedging transaction for any period subse
quent to the leg-out date.
Fifth, if a taxpayer legs out of a qualified hedging transaction and
realizes a gain with respect to the terminated instrument, the gain is not
recognized if during the period beginning thirty days before the leg-out
date and ending thirty days after the date, the taxpayer enters into
another transaction that hedges at least 50 percent of the remaining cur
rency flow with respect to the qualifying debt instrument that was part of
the qualifying hedging transaction (Treas. Reg. Sec. 1.988-5(a)(6)(ii)).
Identification Requirements

A taxpayer must establish a separate account for each qualifying hedging
transaction containing the following information:
1.
2.
3.
4.
5.

The date the qualifying debt instrument and hedge were entered into
The date the qualifying debt instrument and hedge are identified as
constituting a qualified hedging transaction
The amount of any deferral because of a legging-in or legging-out
transaction and the source and character of the deferred gain
A description of the qualifying debt instrument and the hedge
A summary of the cash flow resulting from treating the qualifying
debt instrument and the hedge as a qualifed hedging transaction

A taxpayer who enters into a qualifying debt instrument and a hedge
and who fails one or more of the tests of integration may nonetheless
have the commissioner of internal revenue treat the qualifying debt
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instrument and the hedge as a qualified transaction if it is determined
that it is in substance a qualified hedging transaction (Treas. Reg. Sec.
1.988-5(a)(8)).
Taxation of Qualified Hedging Transactions

Transactions treated as qualified hedging transactions are integrated and
treated as a single transaction during the period that the transaction
qualifies as a qualified hedging transaction. The effect of integrating and
treating a transaction as a single transaction is to create a synthetic debt
instrument that is subject to the OID provisions of sections 1272-1278
and section 163(e). The terms of this synthetic debt instrument are
determined as follows:
1.

2.

3.

4.

The denomination of the synthetic debt instrument is the same as
the currency paid (or received) under the terms of the hedge to
acquire the currency used to make payments (or the currency
received) under the qualifying debt instrument.
The term of the synthetic debt instrument begins on the identifica
tion date and ends on the earlier of the date the qualifying debt
instrument matures or is disposed of or otherwise terminated.
The issue price of the synthetic debt instrument is the adjusted issue
price of the qualifying debt instrument translated into the currency
in which the synthetic debt instrument is denominated at the spot
rate on the identification date.
The stated redemption price at maturity is determined under section
1273(a)(2) on the identification date by reference to the amounts to
be paid under the hedge to acquire the currency necessary to make
interest and principal payments on the qualifying debt instrument.
If the qualifying debt instrument is a lending, the stated redemption
price at maturity is also determined under section 1273(a)(2) on the
identification date by reference to the amounts to be received under
the hedge in exchange for the interest and principal payments
received pursuant to the terms of the qualifying debt instrument.

Interest income from a synthetic debt instrument is sourced under
the normal interest sourcing rules in sections 861(a)(1) and 862(a)(1).
For foreign tax credit basket purposes, the interest income is determined
by reference to the character of the qualifying debt instrument. Interest
expense on a synthetic debt instrument is allocated and apportioned under
Temp. Treas. Reg. Secs. 1.861-8T to 12T or under Treas. Reg. Sec. 1.882-5.
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E xam ple 1 8 .1 5 . K, a calendar-year U .S . corporation, has the U .S . dollar as

its functional currency. O n December 24, 1992, when the spot rate for Q ’s is
Q1 = $1, K enters into a forward contract to purchase Q 1 0,000 in exchange
for $10,004 for delivery on December 31, 1992. T h e Q 10,000 are to be used
to purchase an R-denom inated debt instrument on December 31, 1992. T h e
instrument will have a term of three years, have an issue price o f Q 1 0,000,
and will bear interest at 6 percent, payable annually, with no repayment o f
principal until the final installment. O n December 12, 1992, K also enters
into a series o f forward contracts to sell the R interest and principal pay
ments that will be received under the terms o f the R-denom inated debt
instrument for dollars according to the following schedule:
D ate

U .S.$

12/31/93
12/31/94
12/31/95

612
623
11,216

Q
600
600
10,600

O n Decem ber 31, 1992, K takes delivery o f the Q 1 0,000 and purchases the
R-denom inated debt instrument. If K satisfies all o f the identification
requirements, the purchase of the R debt instrumen t and the series
o f forward contracts are a qualifying hedging transaction. T h e R debt instru
m ent and all the forward contracts are integrated as one transaction with the
following consequences.
1. T h e integration o f the R debt instrument and the forward contracts
results in a synthetic dollar debt instrument in an am ount equal to the
dollars exchanged under the forward contract to purchase the R ’s neces
sary to acquire the R debt instrument (that is, $10,004).
2. Th e total am ount of interest and principal received by K with respect to
the synthetic dollar debt instrument is equal to the dollars received under
the forward sales contracts (that is, $612 in 1993, $623 in 1994, and
$11,216 in 1995).
3. T he synthetic dollar debt instrument is an installm ent obligation, and its
stated redemption price at maturity is $10,615; that is, $612 o f the pay
ments in 1993, 1994, and 1995 are treated as periodic interest payments
under the principles o f section 1273. Because the stated redemption price
at maturity exceeds the issue price, under section 1 2 7 3(a)(1) the syn
thetic dollar debt instrument has an O ID of $611.
4. T h e yield to maturity of the synthetic dollar debt instrument is 8 percent,
compounded annually. K must include interest income o f $800 in 1993
(o f which $188 constitutes O ID ), $815 in 1994 (o f which $203 consti
tutes O ID ), and $832 in 1995 (o f which $220 constitutes O ID ). T he
am ount o f the final payment received by K in excess o f the interest
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income is includable in a return o f principal and a paym ent of previously
accrued O ID.
5. T h e source o f the interest income is determined by applying sections
86 1 (a)(1 ) and 86 2 (a)(1 ) with reference to the R interest income that
would have been received had the transaction not been integrated (Based
on Treas. Reg. Sec. 1.988-5(a)(9), exam ple (2)).

Hedged Executory Contracts

An executory contract and hedge may also be integrated. An executory
contract and a hedge are identified as a hedged executory contract if the
executory contract is the subject of a hedge. These two elements are
integrated if the following are present:
1.
2.

3.

4.
5.

6.

7.

The executory contract and the hedge are identified as a hedged
executory contract.
The hedge is entered into on or after the date the executory con
tract is entered into and before the accrual date (that is, the date
when payment is made or received with respect to the executory con
tract or the subsequent corresponding account payable or receivable).
The executory contract is hedged in whole or in part throughout the
period beginning with the date the hedge is identified and ending on
or after the accrual date, and the amount of the executory contract
that is hedged is not decreased during this period.
None of the parties to the hedge are related, as defined in sections
267(b) and 707(b).
In the case of a QBU with a residence outside of the United States,
both the executory contract and the hedge are properly reflected on
the books of this QBU.
Both the executory contract and the hedge must be entered into by
the same individual, partnership, trust, estate, or corporation, with
the exception of QBUs in item 5.
With respect to a foreign person engaged in a U.S. trade or business
that enters into an executory contract, the hedge would have been
effectively connected with that U.S. trade or business throughout
the term of the hedged executory contract had these transactions
not been integrated (Treas. Reg. Sec. 1.988-5(b)(2)(i)).

An executory contract is an agreement entered into before the
accrual date to pay nonfunctional currency (or an amount determined
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with reference thereto) in the future with respect to (1) the purchase of
property used in the ordinary course of a taxpayer’s trade or business or
(2) the acquisition of services in the future or to receive nonfunctional
currency with respect to (1) the sale in the ordinary course of business, or
(2) the performance of services in the future. On the accrual date, the
agreement is no longer considered an executory contract and is treated as
an account receivable or payable. A contract to buy or sell stock is also
an executory contract. Section 988 transactions are not considered execu
tory contracts; for example, a forward contract to purchase nonfunctional
currency is not an executory contract (Treas. Reg. Sec. 1.988-5(b)(2)(ii)).
In this context, a hedge is a deposit of nonfunctional currency in a
separate account for each hedge with a bank or other financial institu
tion, a forward or futures contract, or a combination of these, that
reduces the risk of exchange rate fluctuations between the taxpayer’s
functional currency and the nonfunctional currency payments made or
received under the executory contract (Treas. Reg. Sec. 1.9885(b)(2)(iii)). A hedge also includes certain option contracts, provided
the expiration date is on or before the accrual date.
Identification. Before the close of the date the hedge is entered into, a
taxpayer must establish a record, must enter into the record a clear
description of the executory contract and the hedge, and must indicate
that the transaction is being identified as such. The commissioner may
also identify a hedge and executory contract as an integrated transaction
(Treas. Reg. Sec. 1.988-5(b)(3)).
Effect of Integration. The effect of integrating an executory contract and

a hedge is to treat amounts paid or received under the hedge as paid or
received under the executory contract. No exchange gain or loss is recog
nized on the hedge. If an executory contract becomes an account payable
or receivable on the accrual date, no gain or loss is recognized on the
payable or receivable for the period covered by the hedge.
If only part of an executory contract is hedged, the effect of integra
tion of the executory contract and the hedge is to treat the amounts
paid or received in functional currency under the hedge as paid or
received under the portion of the executory contract being hedged. The
amounts attributable to that portion of the executory contract that is
not hedged are translated into functional currency on the accrual date,
and exchange gain or loss is realized when payment is made or received

Translation of Foreign Currency

651

on any payable or receivable arising on the accrual date on the
unhedged amount.
If a taxpayer identifies an executory contract as part of a hedged
executory contract and disposes of the executory contract prior to the
accrual date, the hedge is treated as if sold for its fair market value on
that date, and any gain or loss is realized and recognized on that date.
The spot rate on the date the hedge is treated as sold is used to determine
subsequent exchange gain or loss on the hedge. If the hedge is disposed
of prior to the accrual date, any gain or loss realized on the disposition is
not recognized and is an adjustment to (1) the income from, or expense
of, the services performed or received under the executory contract or
(2) to the amount realized or basis of the property sold or purchased
under the executory contract (Treas. Reg. Sec. 1.988-5(b)(4)).
E xam ple 1 8 .1 6 . O n January 1, 1994, K enters into a contract with a

m achine manufacturer to pay Q 500,000 for delivery o f a m achine on June 1,
1995. O n January 1, 1994, K also enters into a foreign currency forward
agreement to purchase Q 500,000 for $250,000 for delivery on June 1, 1995.
K properly identifies the executory contract as a hedge. O n June 1, 1995,
K takes delivery o f the Q 500,000 (in exchange for $150,000) under the
forward contract and makes a payment o f Q 500,000 in exchange for the
m achine. T he hedge is integrated with the executory contract. Therefore,
K is deemed to have paid $250,000 for the m achine and there is no
exchange gain or loss on the foreign currency forward contract. K ’s basis in
the m achine is $250,000 (Based on Treas. Reg. Sec. 1 .9 8 8 -5 (b )(4 ),
exam ple ( 1 )).

Hedges of Publicly Traded Stock. If a taxpayer purchases or sells stocks or
securities that are traded on an established securities market, hedges all
or part of the purchase or sale for any period beginning on the trade date
and ending on the settlement date, and identifies the hedge and the
underlying stock or securities as an integrated transaction, then any gain
or loss on the hedge will be an adjustment to the amount realized or
adjusted basis of the stock or securities sold or purchased (Treas. Reg.
Sec. 1.988-5(c)).
Section 1256 may apply to some hedging transactions, in addition to
transactions covered under section 988. Section 1256 requires that each
section 1256 contract held by the taxpayer at the close of the taxable
year must be marked to market on the last day of the taxable year and
any gain or loss must be treated as short term to the extent of 40 percent
and long term to the extent of 60 percent. A section 1256 contract includes
any regulated futures contract and any foreign currency contract.
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Transactions Effected by Foreign Entities
Gains and losses from foreign currency fluctuations may be realized for
income earned by an entity that is part of or owned by a U.S. taxpayer
and whose functional currency is not the dollar. These foreign entities
include (1) branches, (2) foreign corporations from which dividends are
received and a credit is claimed under section 902, (3) CFCs (a) from
which subpart F income, income from investments in U.S. property,
income from investments in excess passive assets, and associated credits
under section 960 are claimed and (b) in situations in which earningsand-profits determinations are required under section 1248, and (4)
passive foreign investment companies.
Branches

A U.S. entity that establishes a branch in a foreign country typically
accounts for branch operations in the functional currency of that foreign
country. The profit or loss of the branch must be translated into U.S. dol
lars for purposes of U.S. taxable income measurement using the so-called
profit-and-loss method. The net-worth method of computing branch
profit or loss is not an acceptable method of accounting for taxable years
beginning after December 31, 1986. Under the profit-and-loss method,
the income of each foreign branch (QBU) is computed by translating the
foreign currency net profit or loss of the taxable year into U.S. dollars,
using the weighted average exchange rate for the taxable period. This
amount is included in the taxpayer’s income without reducing it by any
remittances made during the taxable period. A taxpayer will recognize
gains or losses on any remittances to the extent the exchange rate at the
date of remittance is different from the exchange rate used to convert the
profits for U.S. tax purposes. These exchange gains or losses will have a
source where the branch income is earned and are treated as ordinary
income or loss (section 987).
E xam ple 1 8 .1 7 . P.Q. Company, a calendar-year dom estic corporation using

the accrual m ethod o f accounting, has a branch in Switzerland. T h e branch
keeps its books in Swiss francs, using the accrual m ethod o f accounting. T he
net profit o f the P.Q. branch was Sfr143,000. Rem ittances o f Sfr29,000 and
Sfr37,000 were made on May 29, 1995, and O ctober 31, 1995, respectively.
T he rates o f exchange on May 29 and O ctober 31, respectively, were .6522
and .6309. T he weighted average exchange rate for the year was .6402. T h e
calculation o f P.Q. Com pany profit for branch operations is as follows:
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Profit to be translated at weighted average exchange rates:
S fr143,000 X .6402 =
Exchange gain (loss) on remitted profit o f Sfr29,000 on
M ay 29, 1995: Sfr29,000 X (.6522 - .6402) =
Exchange gain (loss) on remitted profit o f Sfr3 7,000 on
O ctober 31, 1995: Sfr37,000 X (.6309 - .6402) =
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$91,549
348
(344)

A taxpayer claiming a foreign tax credit for taxes paid or accrued on
foreign branch profits translates the pretax profit using the same method
as for foreign tax credit calculations of an affiliated foreign corporation.
Foreign taxes paid are translated using the exchange rate on the date of
payment. Foreign income taxes accrued are translated using the exchange
rate in effect on the last day of the taxable year. When an exchange rate
changes between year-end and the date on which the foreign taxes are
paid, the foreign taxes that can be claimed for foreign tax credit purposes
are recomputed to reflect the exchange rate applicable on the date of
payment. Any refund or credit of a foreign income tax is translated using
the exchange rate in effect at the time of the original payment, and any
increase is translated using the exchange rate in effect when it is paid.
Estimated taxes or withheld taxes are translated at the same exchange rate
in effect on the payment date (Temp. Treas. Reg. 1.905-3T(b)(2)).
Foreign Corporations

A domestic corporation that meets the minimum stock ownership require
ments in foreign corporations (10 percent of the voting power directly
and 5 percent indirectly) and that receives actual or deemed distribu
tions from a foreign corporation whose books are maintained in foreign
currency will translate (1) earnings and profits from which the distribu
tion was made, (2) the dividend includable in gross income, and (3) the
foreign tax paid. This method is used if (a) an actual distribution is made
or a distribution is deemed under subpart F, the foreign personal holding
company rules, or passive foreign investment company rules or (b) gain is
recharacterized as dividend under section 1248 on the disposition of
CFC or former CFC stock (Sec. 989(b)).
On actual distributions of earnings and profits from a foreign corpo
ration, the foreign corporation’s current and accumulated earnings and
profits are translated from foreign currency into U.S. dollars at the spot
exchange rate in effect on the day the dividend is included in income.
Similarly, gain that is treated as a dividend under section 1248 is treated
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as an actual distribution, and earnings and profits are translated at the
exchange rate in effect on the day the deemed dividend is included in
income. No exchange gain or loss is separately recognized if exchange
rate fluctuations occur between the time earnings and profits arise and
the time of the distribution. This system is based on using the foreign
currency as the unit of account, and it translates a single number into
dollars. The amount of foreign taxes deemed paid is translated using the
exchange rate as of the time of the payment. Any refund or credit of
foreign tax is translated using the rate in effect as of the original payment
date, and any increase is translated at the rate in effect on the date
of adjustment.
In the case of deemed distributions under subpart F (section 951(a)),
foreign personal holding company provisions (section 551(a)), or passive
foreign investment provisions (section 1293(a)), earnings and profits are
calculated in the functional currency of the QBU. The earnings and
profits are then translated using the weighted average exchange rate for
the corporation’s taxable year (section 989(b)(3)). There will be
exchange gain or loss if the exchange rate fluctuates between the date of
the deemed distribution and an actual distribution of this income, which
has been previously taxed. The source of this exchange gain or loss will
be the same as the associated income. The character of the exchange
gain or loss is ordinary. The amount of deemed paid foreign tax is trans
lated using the exchange rate as of the time of the payment. Any refund
or credit of foreign tax is translated using the rate in effect as of the origi
nal payment date, and any increase is translated at the rate in effect on
the date of adjustment.
The following formula is used to compute the section 902 or section
960 foreign tax credit:
Deemed-paid
foreign
income taxes

A ctual or
deemed dividend

Foreign income taxes
paid or accrued with

----------- ---- -— X respect to earnings

Earnings and profits

U.S. Dollar Approximate Separate Transactions Method

If a dollar election is made by a QBU whose functional currency is a hyper
inflationary currency, the dollar will be the functional currency of the QBU.
This method of accounting must be used to compute profits and losses.
The translated amount of income and earnings and profits is a combina-
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tion of operating profits plus exchange gains or losses for each taxable
period. The computation is accomplished in a four-step procedure:
1.
2.
3.
4.

Prepare financial statements from the books regularly maintained by
the QBU as recorded in the QBU’s hyperinflationary currency.
Adjust these statements to conform with U.S. generally accepted
accounting and tax principles.
Translate the income statement accounts into U.S. dollars, and
compute the profit in U.S. dollars.
Compute the foreign exchange gain or loss (Treas. Reg. Sec. 1.9853(b)).

The accounts on the balance sheet must be translated under Treas.
Reg. Sec. 1.985-3(d)(5), using exchange rates in effect at the time of the
transaction receipt or payment. Table 18.1 lists the various accounts in
the balance sheet and the required translation rate. The accounts on the
income statement are translated using the procedures in Treas. Reg. Sec.
1.985-3(c)(3). Table 18.2 lists the various accounts in the income state
ment and the required translation rate.
Table 18.1
Translation Rates for Balance Sheet Accounts Under U.S. Dollar
Approximate Separate Transactions Method
Account
Inventory:
C ost
Lower o f cost or market
Prepaid incom e or expense

Hyperinflationary cash on
hand or in a checking or
savings account
C ertain assets

T ra n sla tio n R ate

Exchange rate for the transaction period in
which the historical cost was incurred
Exchange rate at the end of the year for
market value or cost
Average exchange rate for the translation
period during which they were paid
or received
Average exchange rate for the last translation
period o f the taxable year
Average exchange rate for the translation
period in which the cost o f the asset
was incurred

(continued)
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Table 18.1 ( con tin u ed )

Translation Rate

Account

Long-term liabilities
A ccounts payable
O ther assets and liabilities

Average exchange rate for the translation
period in which incurred
Average rate for the last translation period or
the translation period to which they relate
Average exchange rate for the period the cost
o f the asset was incurred or the liability
incurred

Table 18.2
Translation Rates for Income Statement Accounts Under U.S. Dollar
Approximate Separate Transactions Method
Account

Beginning inventory
Purchases

Ending inventory:
C o st m ethod
Lower o f cost or market
Prepaid expenses or income
Depreciation, depletion, and
amortization

Translation Rate

D ollar am ount o f ending inventory from the
previous year
Average exchange rate for the transaction
period in which the historical cost
was incurred
Exchange rate for the transaction period in
which the historical cost was incurred
Exchange rate at the end of the year for
m arket value or cost
Average exchange rate at the time o f
paym ent or receipt
Average exchange rate for the translation
period during which the cost of the
underlying asset was incurred

E xam ple 1 8 .1 8 . A .M ., Ltd., incorporated under the laws of T, is a wholly
owned subsidiary o f F.M., Inc., a U .S . corporation. F.M., Inc. is required to
include in gross income all the income o f A .M ., Ltd. under subpart F .A .M .,
Ltd. is a Q B U eligible to make a dollar election for the taxable year. T h e
financial accounts o f A .M ., Ltd. are kept in T ’s hyperinflationary currency,
the q (its functional currency absent the dollar election). After adjustment
o f all the accounts o f A .M ., Ltd. according to generally accepted accounting
principles and U .S . tax-accounting principles, the financial statem ents o f
A .M ., Ltd. are as follows:
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A .M ., Ltd.
Income Statem ent
For the Year Ended 12/31/9X
Sales
C o st o f goods sold
Beginning inventory
Purchases
Less: Ending inventory

q 2 ,8 0 0 ,0 0 0

580,000
1,320,000
450,000

q

1,450,000

O ther expenses
Depreciation

700,000
150,000
q 2 ,3 0 0 ,0 0 0

N et income before tax
Income tax

q

5 0 0 ,0 0 0

q

2 5 0 ,0 0 0

250,000

N et income after tax
A M . , Ltd.
Balance Sheet
12/31/9X

830,000
3 6 0 ,000
450,000
1,650,000
600,000

C ash
A ccounts receivable
Inventory (FIFO )
Fixed assets
Less: A ccum ulated depreciation

q

Total assets

q2,690,000

Current liabilities
Long-term liabilities
Paid-in capital
Retained earnings

q

Total liabilities and net worth

q 2 ,6 9 0 ,0 0 0

300,000
850,000
450,000
1,0 9 0 ,000

O ther financial information and exchange rates are as follows:
1. Sales, purchases, other expenses, and the average monthly exchange rates
for 199X follow. Income taxes were paid when the exchange rate was .3255.

(continued)
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M o n th

January
February
M arch
April
May
June
July
August
Septem ber
O ctober
N ovem ber
December

q

S a le s

A v e ra g e M o nth ly
E x c h a n g e R a te

280,000
290,000
285,000
295,000
293,000
287,000
280,000
275,000
285,000
300,000
260,000
270,000

.5001
.4805
.4753
.4575
.4125
.4018
.3944
.3899
.3687
.3502
.3422
.3355

P u rch ases

January
February
M arch
A pril
May
June
July
August
Septem ber
O ctober
N ovem ber
December

q

108,000
110,000
108,000
115,000
114,000
113,000
110,000
108,000
111,000
120,000
102,000
101,000

q1,320,000

$

140,028
139,345
135,461
134,963
120,863
115,317
110,432
107,223
105,080
105,060
88,972
90,585

$1,393,329

q3,400,000

M o n th

U .S .
D o lla rs

Average M o nth ly

U .S .

E xc h a n g e R a t e

D o lla rs

.5001
.4805
.4753
.4575
.4125
.4018
.3944
.3899
.3687
.3502
.3422
.3355

$

54,011
52,855
51,332
52,613
47,025
45,403
43,384
42,109
40,926
42,024
34,904
33,886

$ 540,472
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Month

Expenses

January
February
M arch
April
May
June
July
August
Septem ber
O ctober
N ovem ber
December

q

q

58,000
59,000
57,000
65,000
58,000
56,000
55,000
52,000
54,000
65,000
61,000
60,000

Average Monthly
Exchange Rate

.5001
.4805
.4753
.4575
.4125
.4018
.3944
.3899
.3687
.3502
.3422
.3355

700,000
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U .S .
D ollars

$

29,006
28,350
27,092
29,738
23,925
22,501
21,692
20,275
19,910
2 2 ,7 6 3

20,874
20,130
$ 286,256

2. Beginning inventory was purchased when the exchange rate was .5312.
Ending inventory in U .S . dollars is calculated as follows:
q 101,000
102,000
120,000
111,000
16,000

X
X
X
X
X

q450,000

.3355 = $ 33,886
.3422 = 34,904
.3502 = 42,024
.3687 = 40,926
.3899 =
6,238
$157,978

3. Fixed assets o f q l,650,000 were purchased in 198X when the exchange
rate was .5501. Depreciation expenses and accumulated depreciation related
to these fixed assets are q 150,000 and q600,000, respectively.
4. N et income after tax is computed in U .S . dollars as follows:
Sales
C ost o f goods sold
Beginning inventory
Purchases
Less: Ending inventory
O ther expenses
Depreciation

$1,393,329
$308,096
540,472
(157,978)

690,590
287,256
82,515

N et income before tax
Income tax

$ 333,968
81,375

N et income after tax

$ 252,593
(continued)
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5. Long-term liabilities were incurred when the exchange rate was .5501.
6. Paid-in capital was furnished when the exchange rate was .7284.
7. Retained earnings at the end o f the previous year expressed in U .S .
dollars were $632,000.
8. A distribution o f q1, 100,000 was made in January 199X when the
exchange rate was .5000.
9. To determine the foreign exchange gain or loss, the retained earning
A .M ., Ltd. in U .S . dollars must be calculated as follows:
q’s

830,000
360,000
450,000
1,650,000
600,000

C ash
A ccounts receivable
Inventory (FIFO )
Fixed assets
Less: A ccum ulated depreciation

q

Total assets

q2,690,000

Current liabilities
Long-term liabilities
Paid-in capital
Retained earnings

q

Total liabilities and net worth

q 2 ,6 9 0 ,0 0 0

Exchange
Rate

.3355
.3355
various
.5501
.5501

U S.
Dollars

$ 278,465
120,780
157,978
907,655
330,060
$1,134,818

300,000
850,000
450,000
1,090,000

.3355
.5501
.7284

$

100,650
467,585
356,916
209,667*

$1,134,818

*Total assets less liabilities and paid-in capital ($1,134,818 $356,916] = $209,667).

[$100,650 + $467,585 +

T he exchange gain or loss is calculated as follows:
Retained earnings at the end o f the year
Plus: Distribution during the year

$209,667
550,000

$ 759,667

Less: Retained earnings at the end o f the
previous year
Income for the year ended

$632,000
252,593

884,593

Exchange gain (loss)

$(124,926)

19

Taxation of Foreign
Taxpayers
Prior Law Regarding Foreign Taxpayers
The current framework for U.S. taxation of foreign taxpayers was formu
lated with the Foreign Investors Tax Act of 1966 (FITA). Prior to FITA,
nonresident aliens were classified in three categories for purposes of U.S.
taxation. The first category included those nonresident aliens deriving
U .S.-source fixed and determinable income (primarily passive income) of
$21,200 or less. Such income was taxed at a flat rate of 30 percent (or a
lower treaty rate) on the gross amount. No deductions were allowed. The
second category included those nonresident aliens deriving U.S.-source
fixed and determinable income in excess of $21,200. Such income was
taxed at a flat rate of 30 percent on gross (or a lower treaty rate) on the
first $21,200 and at the higher of 30 percent on gross (or a lower treaty
rate) or regular individual rates applied to net income. The third cate
gory included those nonresident aliens engaged in a trade or business in
the United States. Such taxpayers were subject to tax at regular rates on
net income.
Foreign corporations not engaged in a U.S. business were taxed at a
flat 30 percent (or a lower treaty rate) on U.S.-source fixed and deter661
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minable income. A foreign corporation engaged in a trade or business in
the United States was taxed at regular corporate rates.
The so-called force-of-attraction principle provided that all U.S.-source
income was taxed at ordinary rates to a foreign taxpayer engaged in a
trade or business in the United States (or deriving business income through
a permanent establishment if the taxpayer was a resident of a treaty coun
try). Under the force-of-attraction principle, the foreign taxpayer was taxed
on all U.S.-source income regardless of its relationship to the business.
In the early 1960s the rules governing the taxation of foreigners,
especially the force-of-attraction principle, were thought to be a deter
rent to investment in the United States. It was further thought that
liberalizing the tax laws would provide incentives for foreign investment
and would thus help to alleviate the U.S. balance-of-payments deficits.

W hat Constitutes a Foreign Taxpayer Under
Current Law
Under current U.S. tax law, there are two classes of foreign taxpayers:
(1) those with U.S.-source fixed or determinable income not effectively
connected with a trade or business in the United States and (2) those
who have income effectively connected with a U.S. trade or business.
U.S.-source income of a foreign taxpayer not effectively connected with
a U.S. trade or business is taxed at a flat rate of 30 percent (or a lower
treaty rate) on gross income (sections 871(a) and 881(a)). Income effec
tively connected with a U.S. trade or business is taxed at regular tax rates
(sections 871(b) and 882).
In the case of a nonresident alien individual or foreign corporation
that disposes of U.S. real property, the resulting gain or loss is treated as
effectively connected with a U.S. trade or business, taxed at regular rates.
A nonresident alien individual is subject to a minimum tax on such gain
described in section 897(a)(2).
Capital gains not effectively connected with a U.S. trade or business
are taxed only to nonresident aliens who are physically present in the
United States for 183 days or more during the year in which the gain
is realized (section 871(a)(2)). A foreign corporation is not taxed on
capital gains unless effectively connected with a U.S. trade or business.
Tax conventions to which the United States is a party provide special
rules for determining the source of income, exclusions, rates of tax, and
other provisions that may modify the rules in the U.S. Internal Revenue
Code. For example, dividends paid by a U.S. corporation to certain Swiss
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shareholders are subject to a 15-percent rather than a 30-percent tax. In
some cases the rates of tax on certain income may be reduced to zero (for
example, on royalties paid to a British resident) or remain at 30 percent
(for example, on natural resource royalties paid to a Danish resident).

Foreign Taxpayers With Fixed and
Determ inable Income
Sections 871(a) and 881 provide that nonresident aliens and foreign cor
porations are subject to a 30-percent U.S. tax rate on the gross amount
of fixed or determinable income not effectively connected with a U.S.
trade or business in the year the income is received.
U.S. Residency

A person is considered a resident of the United States with respect to
any calendar year if any of three tests are satisfied: (1) The individual is a
lawful permanent resident of the United States (a “green card” holder) at
any time during the calendar year, (2) the individual meets the substan
tial presence test, or (3) the individual makes an election to be treated as
a resident of the United States and satisfies certain requirements. The
individual is considered a nonresident alien if none of the three tests is
satisfied and if the individual is not a citizen of the United States (sec
tion 7701(b)(1)).
During the first year of residency, the individual is considered a resi
dent for only that portion of the calendar year that begins on the
residency starting date, which corresponds to the date an individual
satisfies one of the three tests above: the day the individual becomes a
lawful permanent resident, the day the individual meets the substantial
presence test, or the day the election to be treated as a U.S. resident is
effective (section 7701(b)(2)(A)).
During the last year of residency, an individual will not be treated as
a resident for any portion of a calendar year after the individual departs
the United States, and has a closer connection to a foreign country than
to the United States, and is not a resident of the United States at any
time during the next calendar year (section 7701(b)(2)(3)).
For purposes of establishing the date residency begins or ends, an
individual is not treated as present in the United States during any
period (but not more than ten days) for which the individual establishes
that he or she has a closer connection to a foreign country than to the
United States (section 7701(b)(2)(c)).
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Substantial Presence Test. An individual meets the substantial presence

test with respect to any calendar year if the individual was present in the
United States on at least thirty-one days during the calendar year and
is present in the United States for the equivalent of 183 days or more
during the current year and the two preceding years. The 183-day
threshold is determined by (1) multiplying the number of days the indi
vidual is present in the United States during the current year by one, the
number of days during the preceding year by one-third, and the number
of days during the second preceding year by one-sixth and (2) adding
these three products together. If this sum equals or exceeds 183 days, the
U.S. substantial presence test is satisfied (section 7701(b)(3)(A)).
If an individual is present in the United States fewer than 183 days
during the current year and has a tax home in a foreign country, and
a closer connection to that foreign country than to the United States
is established, then the individual will not be treated as meeting the sub
stantial presence test for the current year. This exception will not apply
if at any time during the year the individual had an application for
adjustment of status pending or the individual took other steps to apply
for status as a lawful permanent resident of the United States (section
7701(b)(3)(B) and (C )).
Present in the United States. A person is treated as being present in
the United States on any day he or she is physically present at any time
during that day. However, if an individual regularly commutes to employ
ment (or self-employment) in the United States, they will not be treated
as present in the United States on such days. Also, if the individual is
in transit between two foreign points, he or she will not be treated as
present in the United States, if physically present in the United States
for less than twenty-four hours (section 7701(b)(7)).
Exempt Individuals. Certain exempt individuals, or an individual unable
to leave the United States because of a medical condition that arose
while the individual was in the United States, will not be treated as
being present in the United States on those days. Those who meet the
definition of an exempt individual include—

1.

A foreign government-related individual. The definition is any individ
ual temporarily present in the United States by reason of diplomatic
status or a visa that the secretary of the Treasury (after consultation
with the secretary of State) determines represents full-time diplo
matic or consular status, a full-time employee of an international
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3.
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organization, or a member of the immediate family of this individual
(section 7701(b)(5)(B)).
A teacher or trainee. The definition is any individual who is tem
porarily in the United States under section 101(15)(J) of the
Immigration and Nationality Act and who substantially complies
with the requirements for being so present. There is a two-year limi
tation on this exemption (section 7701(b)(5)(E)(i)).
A student. The definition is any individual who is temporarily present
in the United States under section 101(15)(F) or (M), as a student
under section 101(15)(J) of the Immigration and Nationality Act,
and who substantially complies with the requirements for being so
present. A student can be an exempt individual for up to five years
only if he or she continues to be a student and for subsequent peri
ods unless the IRS is satisfied that such individual does not intend
to permanently reside in the United States.
A professional athlete temporarily in the United States to compete in a
charitable sports event. This event is described in section 274(l)(1)(B)
(section 7701(b)(5)).

First-Year Election. An alien individual who satisfies certain requirements
may elect to be treated as a resident of the United States with respect to
the election year. Such election may provide tax benefits not available
with nonresident alien filing status. The requirements that must be satis
fied for an alien individual to make this election are as follows:

1.

2.
3.
4.

The alien individual is not a resident of the United States under the
lawfully-admitted-for-permanent-residence test or the substantial
presence test.
The alien individual was not a resident of the United States during
the preceding year.
The alien individual will be a resident of the United States for the
year following the election year.
The alien individual is both present in the United States for a
period of at least thirty-one consecutive days in the election year
and present in the United States at least 75 percent of the number
of days during a testing period beginning with the first day of the
thirty-one-day period and ending the last day of the year. The indi
vidual may treat up to five days absent from the United States as
U.S. presence days for the 75-percent test (section 7701(b)(4)(A)).
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The alien who makes this election is treated as a resident of the
United States for the portion of the election year that begins with the
first day of the testing period (the consecutive thirty-one-day period)
(section 7701(b)(4)(C)). The election is made on the individual’s tax
return for the election year and remains in effect for the election year,
unless it is revoked with the consent of the secretary. The election can
not be made before the substantial presence test is met (section
7701(b)(4)).
In certain situations a nonresident alien will not be treated as a resi
dent because of provisions in a tax treaty. Most treaties have “tie
breaker” provisions that determine residency in situations where the
individual could be treated as a resident of both countries. For example,
article 3 of the United States-France tax treaty is as follows:
A n individual who is a resident in both C ontracting States shall be deemed
a resident o f that Contracting S tate in which he m aintains his permanent
home. If he has a perm anent hom e in both C ontracting States or in neither
o f the C ontracting States, he shall be deemed a resident o f that Contracting
State with which his personal and econom ic relations are closest (center o f
vital interests). If the Contracting S tate in which he has his center o f vital
interests cannot be determined, he shall be deem ed a resident o f that
Contracting S tate in which he has an habitual abode. If he has an habitual
abode in both C ontracting States or in neither o f the C ontracting States,
the com petent authorities o f the C ontracting States shall settle the question
by mutual agreement. For purposes o f this Article, a perm anent hom e is the
place in which an individual dwells with his family. A n individual who is
deemed to be a resident o f one C ontracting State and not a resident o f the
other Contracting State, by reason o f the provisions of this paragraph, shall
be deemed a resident only of the former State, for all purposes o f this
C onvention (including A rticle 22).

A person considered a resident under the treaty is a resident only for purposes of the income covered by the treaty.
Fixed or Determinable Income

Fixed or determinable income includes U.S.-source interest, dividends,
rents, royalties, salaries, wages, premiums, annuities, compensation, remu
neration, and emoluments (sections 871(a)(1)(A) and 881(a)(1)). Even
though salaries and wages are included here, they are considered effec
tively connected U.S. trade or business income under section 864(b).
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In addition, certain items of income that might otherwise escape
tax when received by a foreign individual are taxed because they are not
normally considered to be in a fixed or determinable annual or periodic
income category. These items include—
1.

2.
3.

4.
5.

6.

Gains from total distributions of certain employees’ trusts under sec
tion 402(a)(2) and certain annuity plans under section 403(a)(2)
(Treas. Reg. Sec. 1.871-7(c)(1)(i)).
Gains on the disposal of timber, coal, or iron ore with a retained
economic interest under section 631(b) or (c) (section 871(a)(1)(B)).
In the case of a sale or exchange of an original discount obligation,
the amount of the original discount accruing while such obligation
was held by the nonresident alien individual. Also, a payment on
an original issue discount obligation in an amount equal to the origi
nal issue discount accruing while such obligation was held by
the nonresident alien individual (section 871(a)(1)(C)). Original
issue discount for these purposes does not include OID obligations
payable 183 days or less from the date of the original issue and
tax-exempt obligations are not considered OID obligations (sec
tion 871(g)).
Gains on the transfer of patent rights under section 1235 (section
871(a)(1)(B)).
Gains from the sale or exchange of patents, copyrights, secret
processes and formulas, goodwill, trademarks, trade brands, fran
chises, other like property, or any interest in this type of property to
the extent the gains are from payments that are contingent upon the
productivity, use, or disposition of the property or interest sold or
exchanged or from payments treated as contingent, but only to the
extent the amount so received is not effectively connected with the
conduct of a trade or business within the United States (section
871(a)(1)(D)).
One-half of any social security benefits (section 871(a)(3)).

The provisions of section 1286 relating to treatment of stripped
bonds and stripped coupons apply for purposes of section 871 (section
871(g)(4)).
Portfolio Interest. A nonresident alien individual is exempt from U.S. tax
on U.S.-source interest received from portfolio debt investments.
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Portfolio interest is defined as any interest including original issue dis
count that would otherwise be taxed and that is paid on unregistered
obligations described in section 163(f)(2)(B) or on registered obligations
with respect to which the U.S. withholding agent receives a statement
that the beneficial owner is not a U.S. person (section 871(h)(2)).
Interest received by a 10-percent shareholder is not considered port
folio interest.
Portfolio interest does not include contingent interest, that is, inter
est determined by reference to receipts, sales, cash flows, income or
profits, property value changes, dividends, partnership distributions, or
any other type of contingent interest identified by regulations to prevent
avoidance of the federal income tax (section 871(h)(4)). The statement
concerning foreign ownership of registered obligations satisfies the
requirements of section 871 if it is made by the beneficial owner of the
obligation or by a securities-clearing organization, a bank, or other finan
cial institution that holds customers’ securities in the ordinary course
of its trade or business (section 871(h)(5)).
Other Interest and Dividends. No tax is imposed on interest on bank or

savings institution deposits if the interest is not effectively connected
with the conduct of a trade or business within the United States.
Furthermore, no tax is imposed on the portion of dividends paid by a
domestic corporation that meets the 80-percent foreign business require
ments related to the percentage of that corporation’s income from
foreign sources. In addition, income derived by a foreign central bank of
issue from bankers’ acceptances is exempted from tax (section 871(i)).
Certain Gambling Winnings. No tax is imposed on the proceeds from a
wager placed in blackjack, baccarat, craps, roulette, or big-6 wheel games
unless the secretary determines by regulation that the collection of tax is
administratively feasible (section 871(j)).

Withholding Requirements

Any person who pays section 1441(a) fixed or determinable income, as
defined in section 1441(b), from U.S. sources to a nonresident alien,
must withhold tax from the payment. Withholding is not required on
payments to foreign taxpayers on income that is effectively connected
with a U.S. trade or business which is included in gross income.
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Withholding is also not required on amounts received as an annuity
exempt from tax by reason of section 871(f) (section 1441(c)(7)) or for
portfolio interest, unless the person required to deduct and withhold tax
knows, or has reason to know, that such interest is not portfolio interest
(section 1441(c)(9)). Withholding is also not required for compensation
for personal services of a nonresident alien individual that is subject to
the usual graduated withholding under section 3402 employment tax
provisions (Temp. Treas. Reg. Sec. 1.1441-4T(b)).
Section 1442 provides similar rules for withholding for payments
from foreign corporations. Exemption from withholding tax may apply to
payments from a foreign corporation if such withholding would impose
an undue administrative burden, and if the collection of the tax imposed
by section 881 on that corporation would not be jeopardized by the
exemption (section 1442(b)).
The withholding rate for section 1441 and 1442 is 30 percent unless
a lower treaty rate applies. The treaty rates as of November 1994,
are reproduced in exhibit 6.2. Amounts received by a nonresident alien
individual who is temporarily present in the United States as a nonimmi
grant under subparagraph (F), (J), or (M) of section 101(a)(15) of the
Immigration and Nationality Act or as a scholarship student qualifying
under section 117(a) are subject to withholding at a 14-percent rate on
the amounts included in gross income (section 1441(b)).
Section 1445 requires withholding of tax on the realized amount on
dispositions of U.S. real property interests by a nonresident under section
897. Exemptions from this withholding include the following:
•

•

•
•
•

The transferor furnishes an affidavit that includes the transferor’s
U.S. taxpayer identification number and states that the transferor is
not a foreign person.
A nonpublicly traded domestic corporation furnishes an affidavit
that states that interests in the corporation are not U.S. real prop
erty interests.
The transferee receives a qualifying statement described in section
1445(b)(4)(B)).
A property transferred was used as a residence and the amount real
ized for the property was not more than $300,000.
Stock was disposed of which was regularly traded on an established
securities market (section 1445(b)).
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The withholding rate for section 1445 is 10 percent of the amount
realized on the disposition of a U.S. real property interest, but not to
exceed the transferor’s maximum tax liability.
Section 1446 requires withholding on any portion of income effec
tively connected with a U.S. trade or business allocable to a foreign
partner under section 704 (section 1446(b)(1)). If the partner is not a
corporation, the withholding rate is the highest marginal rate specified in
section 1. In the case of a corporate partner, the withholding rate is the
highest marginal rate specified in section 11(b)(1) (section 1446(b)(2)).
Each withholding agent is required to deposit income tax withheld
with an authorized commercial bank depository of a Federal Reserve
Bank. If a withholding agent fails to withhold at all or fails to withhold
the proper amount of the tax, the agent is personally liable for these
taxes (section 1461). The withholding agent is released from this liabil
ity if the foreign taxpayer pays the tax, however, not from the liability for
interest or penalties for failure to withhold (section 1463).
Capital Gains

A nonresident alien is not subject to tax on capital gains unless the gains
are from the sale or exchange of certain types of property (see section
897) or the nonresident alien is present in the United States for a con
tinuous or aggregate period of 183 days or more during the taxable year
(section 871(a)(2)).
Capital gains and losses are taken into account even though the nonresident alien is not present in the United States at the time the sales or
exchanges are effected. A nonresident alien who has been present in the
United States for fewer than 183 days during the taxable year will not be
taxed on capital gains except for the gains described in section 871(a)(1)
and section 897.
A foreign corporation is taxed only on capital gains that are effec
tively connected with a U.S. trade or business, which include gains from
the disposition of U.S. real property interests. The gains from U.S. sources
are netted against losses from U.S. sources. Capital losses for this purpose
are determined without any benefit of the capital loss carryforward.

Election to Treat Real Property Income as Effectively
Connected With a U.S. Trade or Business
A nonresident alien or foreign corporation that has income from real
property with operations insufficient in activity to be considered a U.S.
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trade or business (such as a “triple-net lease,” which in effect provides a
guaranteed return for minimal activity) will be subject to the 30-percent
tax on gross income unless an election is made under sections 871(d) or
882(d). Such an election permits the nonresident alien or foreign corpo
ration to treat the income from the property as though it is effectively
connected with a U.S. trade or business. This election may be made
whether or not the taxpayer is otherwise engaged in a trade or business
in the United States.
The election applies to (1) all income from real property that is
located in the United States and, in the case of a nonresident alien, held
for the production of income, (2) all income derived from any interest
in the property, (3) rents or royalties from natural resources, and (4)
gains from the disposal of timber, coal, or iron ore treated under section
631(b) or (c).
Once the election is made, the income to which the election applies
is aggregated with all the foreign taxpayer’s other income that is effec
tively connected with the conduct of a trade or business in the United
States. Deductions related to real property income are treated as associ
ated with income effectively connected with the conduct of a trade or
business in the United States.
This election does not treat the taxpayer who is not engaged in a
trade or business in the United States during the taxable year as if he or
she were engaged in such trade or business. For example, if a nonresident
alien had gains from the casual sales of personal property in the United
States that was not effectively connected with a U.S. trade or business,
these gains would not be treated as effectively connected with a U.S.
trade or business because the election is in effect (Treas. Reg. Sec. 1.87110(c)(1)).
Once the election is made, it remains in effect for all subsequent
taxable years unless revoked with the consent of the commissioner. This
means the election affects all real property held at the time of the elec
tion as well as all property acquired in the future. Some U.S. tax treaties
provide what is known as a net-basis election. This election permits
deductions for expenses, and therefore tax computation, based on the
net income.

Foreign Taxpayers Engaged in a Trade or
Business Within the United States
The phrase “engaged in a trade or business within the United States” is
not defined in the Code or the regulations. The Code and regulations
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state that performance of personal services for a foreign employer not
engaged in a trade or business within the United States, outside of certain
specified limitations, is considered engaged in a trade or business within
the United States; trading in securities or commodities under certain
specified limitations is not so considered. If the nonresident is engaged in
other activities, continuity of the activity and the active pursuit of profit
are the determinative tests. For example, it is doubtful that one or two
isolated noncontinuous transactions in which an insignificant amount of
income was earned would be viewed as engaged in a trade or business
within the United States.1On the other hand, just one transaction, such
as the construction of a large bridge, that generated a significant amount
of income might cause the nonresident to be considered engaged in a
trade or business within the United States. If the nonresident’s activities
in the United States are limited to purchasing, in general, there is not a
U.S. trade or business.2
It should be noted that the meaning of the phrase “engaged in a
trade or business” may also play an important role in determining a non
resident’s status under an income tax treaty. Many treaties use the phrase
“engaged in a trade or business in the United States through a perma
nent establishment.” This is a two-pronged test: It must be determined if
a permanent establishment exists, which in many cases is fairly easy to
do, and it must be determined if the nonresident is engaged in a trade or
business in the United States. For example, it is possible for a nonresi
dent to engage in commercial activity in the United States without
maintaining an office and hence not be deemed to have a permanent
establishment, even though he or she might be deemed to be engaged in
a trade or business within the United States in the absence of a treaty.
Real estate activities constitute a trade or business if the taxpayer’s
activities are extensive enough to require considerable attention (that is,
activities over and above merely holding the property for investment).
For example, the ownership and operation of multitenant buildings is
considered a trade or business because duties such as collecting rents,
paying expenses, and so forth must be performed by the owner or his or

1C o n tin e n ta l T rad in g , In c. v. C o m m .,

(1957).
2See, however,

265 F.2d 40 (CA-9, 1959),

U n ite d S ta te s v. B a la n o v sk i, 2 3 6 F. 2d
A m e r ic a n In v e stm e n t C o . v. C I R , 12 T.C. 49 (1940).

a f f ’g

16 T.C.M. 724

298 (2nd Cir. 1956) and

Sco ttish
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her agent.3 At the other extreme, a triple-net lease (that is, a lease in
which the lessee pays all expenses and the lessor has in effect a guaran
teed return) probably would not constitute a trade or business, although
section 897 will treat the gain from the sale of such property as income
effectively connected with a trade or business.
In addition to the nonresident’s activities causing him or her to
be engaged in a trade or business within the United States, section 875
provides that a nonresident alien or foreign corporation that owns an
interest in a partnership or that is a beneficiary of an estate or trust
engaged in a trade or business in the United States will be considered
engaged in a trade or business within the United States.
Performance of Personal Services for a Foreign Employer

When a nonresident alien performs personal services in the United
States, these services are not considered a trade or business in the United
States if all of the following criteria are satisfied:

1.

2.

3

.

The services are performed (a) for a nonresident alien, foreign part
nership, or foreign corporation not engaged in a trade or business in
the United States or (b ) for an office or place of business maintained
in a foreign country or in a possession of the United States by an
individual who is a citizen or resident of the United States or by
a domestic partnership or domestic corporation.
The nonresident alien is temporarily present in the United States
for a period or periods not exceeding a total of ninety days during
the taxable year.
The compensation for the services does not exceed $3,000 (section
864(b)(1)).

These criteria may be modified by treaty. For example, the United
States-Germany Income Tax Treaty provides a 183-day period without
limitation on the compensation for labor or personal services performed
in the United States for a German resident or German company.
Trading in Securities or Commodities

A foreign taxpayer who trades in stocks, securities, or commodities of a
kind customarily dealt in on an organized commodity exchange, and
3Fackler v. Comm., 133 F.2d 509 (CA-6, 1943).
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who engages in transactions of a kind customarily consummated at such
place in the United States, will not be deemed engaged in a trade or
business in the United States, provided the securities or commodities are
traded through a resident broker, commission agent, or other indepen
dent agent. A foreign taxpayer trading in stocks, securities, or
commodities for his or her own account will not be considered engaged
in business if the trading is done by the taxpayer, his or her employees, or
through a resident broker commission agent, custodian, or other agent,
regardless of whether the employee or agent is dependent or independent
(section 864(b)(2)). A dealer in stocks, securities, or commodities will
be considered engaged in a trade or business in the United States if he or
she has an office or other fixed place of business in the United States
through which the transactions in stocks, securities, or commodities
are effected.
A nonresident alien, foreign partnership, foreign estate, foreign trust,
or foreign corporation will not be considered to be engaged in a trade or
business within the United States solely because of membership in a
partnership that trades in stocks, securities, or commodities for the part
nership’s own account. However, membership in a partnership that is a
dealer in stocks or securities or a partnership that has a principal business
of trading in stocks or securities for its own account will deem the foreign
taxpayer partner to be engaged in a trade or business in the United
States if the partnership’s principal office is in the United States. A part
nership that trades in stocks or securities for its own account and that
has its principal office in the United States will not be considered
engaged in a trade or business in the United States if during the last half
of the taxable year five or fewer individuals owned more than 50 percent
of either the capital or profits of the partnership (Treas. Reg. Sec. 1.8642(c)(2)(ii)).
If the principal office of (1) a dealer in stocks or securities or (2) a
foreign corporation with a principal business of trading in stocks or secu
rities for its own account is in the United States at any time during the
taxable year, such a dealer or foreign corporation is considered engaged
in a trade or business in the United States.
To determine if a foreign corporation’s principal office is in the
United States for the just-mentioned purpose, the activities (other than
trading in stocks and securities) that the corporation conducts from its
office or fixed place of business located in the United States must be
compared with the activities it conducts from its offices or other fixed
places of business located outside the United States. Consider, for exam-
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ple, a foreign corporation that carries on most or all of its investment
activities in the United States but maintains a general business office or
offices outside the United States, where its management is located. It
will not be considered as having its principal office in the United States
if all or a substantial portion of the following functions are carried on at
or from the office or offices located outside the United States:
•
•
•
•
•
•
•
•
•
•

Communicating with its shareholders (including furnishing finan
cial reports)
Communicating with the general public
Soliciting sales of its own stock
Accepting the subscriptions of new shareholders
Maintaining its principal corporate records and books of account
Auditing its books of account
Disbursing payments of dividends, legal fees, accounting fees, and
officers’ and directors’ salaries
Publishing or furnishing the offering and redemption price of the
shares of stock issued by it
Conducting meetings of its shareholders and its board of directors
Making redemptions of its own stock (Treas. Reg. Sec. 1.864-2(c)(iii))

A nonresident alien might find it more advantageous to trade in
securities in the United States through a separate foreign corporation for
several reasons:
1.
2.
3.
4.

5.

The foreign corporation may be formed in a tax haven, thereby
reducing U.S. and foreign tax on the corporation’s profits.
The foreign corporation will not be subject to any U.S. tax if it com
plies with the prescribed trade or business restrictions.
The capital gains will not be subject to tax to the nonresident alien
if he or she spends more than 183 days in the United States.
U.S. securities held directly by a nonresident alien are considered
situated in the United States and therefore subject to the estate tax.
Foreign securities held by a nonresident alien are not subject to the
estate tax.
If the nonresident alien has another U.S. trade or business, a sepa
rate foreign corporation will probably insulate the income from
trading in securities from being considered U.S. effectively con
nected income.
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Income Effectively Connected With
a U.S. Business
U.S.-Source Income

A foreign taxpayer engaging in a trade or business in the United States
will be taxed on effectively connected income at regular income tax
rates. If the income, gain, or loss from U.S. sources for the taxable year
consists of (1) capital gains or losses or (2) fixed or determinable income,
several factors must be weighed in determining whether the income,
gain, or loss is effectively connected with the conduct of a trade or busi
ness in the United States. If it is effectively connected income, it is
taxable at regular rates; if it is not, it is taxed at the 30-percent rate (or
lower treaty rate) (Treas. Reg. Sec. 1.864-4(b)).
It is important to note that the force-of-attraction rules prior to
FITA are still operational in this respect. That is, if a foreign individual
or corporation is engaged in a business in the United States, all income
except fixed or determinable annual or periodic income from U.S.
sources is considered effectively connected and is taxed as such.
Two tests— the asset use test and the business activities test—are
used to determine whether (1) capital gains or losses or (2) fixed or
determinable income are effectively connected with the conduct of a
trade or business in the United States. In applying the asset use test and
the business activities test, consideration is given to whether the asset or
the income is accounted for on the books of the U.S. trade or business
(section 864(c)(2)).
The asset use test determines if the income is derived from assets
used in the conduct of a trade or business in the United States. Ordinarily,
an asset is treated as used in, or held for use in, the conduct of a trade or
business in the United States if it is (1) held for the principal purpose of
promoting the present conduct or needs (not anticipated future needs) of
a trade or business in the United States, (2) acquired and held in the
ordinary course of a trade or business conducted in the United States, or
(3) otherwise held in a direct relationship to the business conducted in
the United States (Treas. Reg. Sec. 1.864-4(c)(2)(ii)).
The regulations contain several examples illustrating these points.
For one, if a company doing business in the United States temporarily
invests idle working capital in U.S. Treasury bills, the income from these
bills is considered effectively connected with the conduct of that busi
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ness in the United States (Treas. Reg. Sec, 1.864-4(c)(2)(iv), example
(1)). On the other hand, if the funds invested were not working capital
but general surplus reserves, the income is not effectively connected with
the conduct of the business in the United States (Treas. Reg. Sec. 1.8644(c)(2)(iv), example (2)).
The business activities test determines if the activities of a trade or
business conducted in the United States were a material factor in the
realization of the income, gain, or loss. The business activities test is
ordinarily applied to determine whether passive-type income arises
directly from the conduct of the taxpayer’s trade or business in the
United States. For example, royalties derived in the active conduct of a
business consisting of the licensing of patents or similar intangible prop
erty would be considered arising directly from the conduct of a U.S.
business (Treas. Reg. Sec. 1.864-4(c)(3)).
A foreign taxpayer who is not engaged in a trade or business in the
United States at any time during the year will have income treated as
effectively connected with a trade or business in the United States in
several situations:
1.

2.
3.

4.

The taxpayer makes the net basis election to treat the real property
income as effectively connected with a U.S. trade or business under
section 871(d) or 882(d).
The taxpayer has income as a participant in certain exchange or
training programs under section 871(c).
The taxpayer has income that is attributable to the sale or exchange
of property or the performance of services or any other transaction
in any taxable year.
The taxpayer has income from certain property transactions.

In the second situation, section 871(c) provides that income such as
interest, dividends, and rents earned by a nonresident alien participating
in certain exchange and training programs will be treated as effectively
connected with the conduct of a trade or business in the United States.
In the third situation, if the taxpayer has income that is attributable
to the sale or exchange of property, the performance of services, or any
other transaction in any taxable year, the income, gain, or loss will be
treated as effectively connected with the conduct of a trade or business
in the United States even if it was recognized during a year that the tax
payer was not engaged in a trade or business in the United States. The
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income will be considered effectively connected if it would have been
treated as such had it been taken into account in the year earned (sec
tion 864(c)(6)).
E xam ple 1 9 .1 . During 1995 a nonresident alien was engaged in the business

o f providing services in the U nited States. T he taxpayer reported income
from services using the cash m ethod of accounting. During 1995 the income
from performing services was effectively connected with a U .S . business.
If the nonresident alien abandoned these business efforts prior to the end
o f 1995 and received payments after 1995 related to services performed
while the nonresident was engaged in a business in the U nited States, such
income from the rendering o f services would be effectively connected with a
U .S . business.

In the fourth situation, if any property ceases to be used or held for
use in connection with the conduct of a trade or business within the
United States, any gain attributable to a sale or exchange of that prop
erty that occurs within ten years after cessation will be considered
effectively connected income (section 864(c)(7)).
Banking

A nonresident alien or a foreign corporation will be deemed engaged in
the active conduct of a banking or financing business in the United
States if at some time during the taxable year the taxpayer’s business con
sists of one or more of the following activities:
•
•
•
•
•
•

Receiving deposits from the public
Making loans to the public
Purchasing, selling, discounting, or negotiating notes, drafts, checks,
bills of exchange, acceptances, or other evidences of indebtedness
Issuing letters of credit
Providing trust services to the public
Financing foreign exchange transactions for the public (Treas. Reg.
Sec. 1.864-4(c)(5))

It is the character of the business actually carried on in the United
States during the taxable year that determines whether the taxpayer is
actively conducting a banking business in the United States. The fact
that the nonresident alien or corporation is subject to the banking and
credit laws of a foreign country will also be taken into account.
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A foreign corporation that is a foreign finance subsidiary (that is,
acts merely as a financing vehicle for borrowing funds for its parent com
pany or any other related person) will not be considered to be engaged in
the active conduct of a banking business in the United States (Treas.
Reg. Sec. 1.864-4(c)(5)(i)).
If a nonresident alien or foreign corporation is determined to be
engaged in a banking business in the United States, then dividends or
interest from stocks or securities, or any capital gains from the sale of
stocks or securities, are treated as effectively connected income in accor
dance with detailed rules of Treas. Reg. Sec. 1.864-4(c)(5)(ii).
Foreign-Source Income

A nonresident alien or foreign corporation with income, gain, or loss from
sources without the United States is treated as having income effectively
connected with the conduct of a trade or business in the United States if
the taxpayer has an office or other fixed place of business within the
United States to which the income, gain, or loss is attributable. Such trade
or business income is subject to U.S. taxation if it is characterized as—
1.

2.

3.

Rents or royalties from, or gain or loss on the sale or exchange of,
intangible property derived in the active conduct of a trade or busi
ness (section 864(c)(4)(B)(i)).
Dividends or interest from, or gain or loss on the sale or exchange of,
stocks, notes, bonds, or other evidences of indebtedness that is
either (a) derived in the active conduct of a banking, financing, or
similar business within the United States or (b) received by a corpo
ration whose principal business is trading in stocks or securities for
its own account (section 864(c)(4)(B)(ii)).
Gains or losses from the sale or exchange of personal property held
as inventory or for sale to customers in the ordinary course of busi
ness outside the United States. If the property is sold or exchanged
for use, consumption, or disposition outside the United States and
an office or other fixed place of business of the taxpayer outside the
United States participated materially in the sale, then the income is
not effectively connected income (section 864(c)(4)(B)(iii)).

No income from sources without the United States is considered as
effectively connected with the conduct of trade or business within the
United States if it is either is dividends, interest, or royalties paid by a
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foreign corporation in which the taxpayer owns (under section 958(a) or
(b)) more than 50 percent of the combined voting power of all classes
of stock entitled to vote or is subpart F income under section 952(a)
(section 864(c)(4)(D)).
Office or Other Fixed Place of Business. The definition of “office or other
fixed place of business” in Treas. Reg. Sec. 1.864-7 (for example, a fac
tory, store, or workshop) is similar to the permanent establishment
concept in many U.S. tax treaties. A foreign taxpayer is not considered
to have an office or other fixed place of business in the United States
merely because another person’s office is used to transact business.
Material Factor. For this purpose, the activities of the office or other fixed
place of business are considered to be a material factor in the realization
of the income, gain, or loss if they provide a significant contribution to
the realization of the income, gain, or loss. Thus, for example, meetings
in the United States of the board of directors of a foreign corporation
do not of themselves constitute a material factor in the realization of
income, gain, or loss. It is not necessary that the activities of the office or
other fixed place of business in the United States be a major factor in the
realization of the income, gain, or loss. An office or other fixed place of
business located in the United States at some time during a taxable year
may be a material factor in the realization of an item of income, gain, or
loss for that year, even though the office or other fixed place of business is
not present in the United States when the income, gain, or loss is real
ized (Treas. Reg. Sec. 1.864-6(b)).
E xam ple 1 9 .2 . F, a foreign corporation, is engaged in the active conduct of

the business o f licensing patents which it has either purchased or developed
in the U nited States. F has a business office in the U nited States. Licenses
for the use o f such patents outside the U nited States are negotiated by offices
o f F located outside the U nited States, subject to approval by an officer
located in the U .S . office. A ll services which are rendered to F’s foreign
licenses are performed by employees o f F’s offices located outside the U nited
States. N one o f the income, gain, or loss resulting from the foreign licenses
so negotiated by F is attributable to its business office in the U nited States
(Treas. Reg. Sec. 1.864-6(b )(2)(i), exam ple (1 )).

A nonresident alien or foreign corporation might be considered to
have an office or other fixed place of business through the presence of a
dependent agent in the United States. The foreign taxpayer is considered
to have an office or fixed place of business in the United States if the
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agent has (1) the authority to negotiate and conclude contracts in the
name of the foreign taxpayer and regularly exercises that authority, and
(2) a stock of merchandise from which the agent regularly fills orders on
behalf of the foreign taxpayer (section 864(c)(5)(A)).
The term independent agent refers to an agent that is not dependent,
and in general describes a general commission agent, broker, or other
agent of an independent status acting in the ordinary course of his or her
business in that capacity (Treas. Reg. Sec. 1.864-7(d)(3)).
A foreign corporation is not considered to have an office or fixed
place of business merely because a person controlling that corporation
has a fixed place of business from which he generally supervises and con
trols the policies of that foreign corporation. Therefore, certain
management activities affecting the foreign corporation can take place
in the United States without the foreign corporation being treated as
having an office or other fixed place of business in the United States
(Treas. Reg. Sec. 1.864-7(c)).
If the foreign taxpayer’s U.S. office is not a material factor in the
production of the income, if the income was not derived from its usual
U.S. business activities, and if the income was not properly allocable to
the U.S. business activities, then only U.S.-source income is considered
attributable to the U.S. office (Treas. Reg. Sec. 1.864-5 through 1.864-7).
Determining Gross income, Taxable Income, and Tax

Income effectively connected with a U.S. trade or business is taxed on a
net-income basis at the tax rates appropriate for the corporation, individ
ual, estate, or trust. The gross amount of a foreign taxpayer’s fixed or
determinable income is taxed at a 30-percent rate (or a lower treaty
rate). A nonresident alien or corporation must segregate gross income for
the taxable year into two categories: (1) income effectively connected
with the conduct of a trade or business in the United States and (2)
income that is not effectively connected with the conduct of a trade or
business in the United States.
Income of any kind that is exempt from tax under treaty provisions is
not included in gross income of a foreign taxpayer. Income on which the
tax is limited by treaty and not otherwise excluded from gross income is
included in gross income.
Corporations created or organized in Guam, American Samoa, the
Northern Mariana Islands, or the Virgin Islands that satisfy all of the

682

U.S. Tax Aspects of Doing Business Abroad

following three tests during any taxable year are not treated as foreign
corporations for purposes of the foregoing tax scheme, nor for the branch
tax on foreign corporations as well.
1.

2.

3.

A t all times during the taxable year less than 25 percent in value
of the stock of the corporation is owned directly or indirectly by
foreign persons.
At least 65 percent of the gross income of the corporation is effec
tively connected with the conduct of a trade or business in a
possession or the United States for the three-year period ending
with the close of the taxable year of the corporation.
No substantial part of the income of the corporation is used to
satisfy obligations to persons who are not bona fide residents of a
possession or the United States (section 881(b)).

Community Income in the Case of Nonresident
Alien Individuals

The case of a married couple, one or both of whom are nonresident alien
individuals, and who have community income for the taxable year, will
be treated as follows:

1.

2.

3.

Earned income, other than trade or business income and a partner’s
distributive share of partnership income, is treated as the income of
the spouse who rendered the personal services.
Trade or business income and a partner’s distributive share of part
nership income is treated as under section 1402(a)(5). Section 1402
provides that any income and deductions derived from a trade or
business (other than by a partnership) that is community income
under applicable community property laws, will be attributable to
the husband, unless the wife exercises substantially all of the man
agement and control of the trade or business. If this is the case, all of
the gross income and deductions will be treated as attributable to
the wife. In the case of partnership income treated as community
income, the amounts considered attributable to each spouse are the
amounts used in computing the net earnings from self-employment.
Community income not described in items 1 or 2 above that is
derived from the separate property of one spouse is treated as the
income of that spouse.
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4. All other community income is treated as provided under applicable
community property law (section 879(a)).
The foregoing treatment will not apply if a section 6013(g) election
is in effect (section 879(b)).

Exclusions From Gross Income

Nonresident alien individuals and foreign corporations are permitted to
exclude the same categories of income (such as interest on state and
local government obligations under section 103) as a citizen or resident.
Section 872 (for nonresident individuals) and section 883 (for foreign
corporations) also permit a foreign taxpayer to exclude—
1.

2.

3.

4.

5.

Earnings from the operation of ships or aircraft if the person is a resi
dent of a foreign country or a corporation is organized in a country
that grants an equivalent exemption to citizens of the United States
and domestic corporations (sections 872(b)(1), 872(b)(2), 883(a)(1),
and 883(a)(2)).
Compensation paid by a foreign employer to a nonresident alien
individual for the period he or she is temporarily present in the
United States as a nonimmigrant under section 101(a)(15), subsec
tions (F) or (J) of the Immigration and Nationality Act. A foreign
employer for these purposes is a nonresident alien, foreign partner
ship, foreign corporation, or office or place of business maintained in
a foreign country or in a U.S. possession by a domestic corporation,
domestic partnership, U.S. individual, or resident (section 872(b)(3)).
Income derived by a nonresident alien individual from series E or
series H United States savings bonds if purchased while the person
was a resident of the Ryukyu Islands or the trust territory of the
Pacific Islands (section 872(b)(4)).
Earnings derived by a corporation from payments by a common
carrier for the temporary use (not expected to exceed a total of
ninety days in any taxable year) of railroad rolling stock owned by a
corporation of a foreign country that grants an equivalent exemp
tion to corporations organized in the United States (section
883(a)(3)).
Earnings derived from the ownership and operation of a communi
cations satellite system by a foreign entity designated by a foreign
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government to participate in such ownership, if the United States,
through its designated entity, participates in the system pursuant to
the Communications Satellite Act of 1962 (section 883(b)).
Income received by a nonresident alien from a qualified annuity
under section 403(a)(1) or from a qualified trust under section 401(a)
is not included in gross income and is exempt from tax if either of the
following conditions are satisfied (1) the personal services that gave rise
to the annuity were performed outside the United States at a time when
the individual was a nonresident alien, and (2) the services were per
formed in the United States by a nonresident alien but were not personal
services causing the individual to be engaged in a trade or business in
the United States. Also required is that at the time the first amount was
paid as an annuity, 90 percent or more of the employees or annuitants
under the plan were U.S. citizens or residents (section 871(f); Treas. Reg.
Sec. 1.872-2(e)).

Deductions Allowed Foreign Taxpayers

A foreign taxpayer is allowed deductions to the extent they are associ
ated with income effectively connected with a U.S. business. No
deductions are allowed on income subject to the flat 30-percent rate.
This means that only expenses, losses, and other deductions that are
connected with or allocable to those items of U.S. income and a ratable
part of any expenses, losses, or deductions that cannot definitely be allo
cated to some item or class of gross income can be deducted.
Other than deductions related to effectively connected income, a
nonresident alien individual is allowed (1) casualty losses sustained on
property located in the United States, (2) U.S. charitable contributions,
and (3) one personal exemption (section 873(b)). Other than deduc
tions connected with the conduct of a trade or business, a foreign
corporation is allowed only a deduction for charitable contributions,
whether or not they are related to income effectively connected with a
U.S. business (section 882(c)(1)(B)).
A nonresident alien receives the benefit of deductions and credits only
if a true and accurate return is timely filed within one year, including all
the information necessary for calculating the deductions and credits (sec
tions 874(a) and 882(c)(2)). Regardless of whether a true and accurate
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return is filed, the credit for tax withheld at its source or the credit for
certain uses of gasoline, special fuels, and lubricating oil will be allowed.

Interest Deduction Limitations by U.S. Affiliates
of Foreign Investors

Section 163(j) provides that a foreign or domestic corporation may not
deduct current payments of disqualified interest on its U.S. income tax
return. This provision is the so-called earnings-stripping provision,
which limits a corporation’s current deduction for interest paid or
accrued by the corporation during the taxable year. Disqualified interest
means (1) any interest paid or accrued by the taxpayer (directly or indi
rectly) to a related person if no federal income tax is imposed on that
interest, and (2) any interest paid or accrued by the taxpayer to an unre
lated person if there is a disqualified guarantee of such indebtedness and
no gross basis federal income tax is imposed on that interest (section
163(j)(3)). A disqualified guarantee means any guarantee by a related
person that is a tax exempt organization or foreign person. A qualified
guarantee includes a guarantee in circumstances identified by the
Secretary that by regulation would have been subject to a net basis tax
if the interest had been paid to the guarantor or if the taxpayer owns
a controlling interest in the guarantor (section 163(j)(6)(D)).
If section 163(j) applies to a corporation for any taxable year, no
interest deduction is allowed for disqualified interest paid or accrued
during the taxable year. The amount disallowed cannot exceed the cor
poration’s “excess interest expense” for the year. This provision applies to
any corporation that has excess interest expense and whose debt-toequity ratio at the end of the year exceeds 1.5 to 1.
Excess interest expense is the excess of the corporation’s net interest
expense over the sum of 50 percent of the adjusted taxable income of the
corporation plus any excess limitation carryforward. Net interest expense
is the excess of the interest paid or accrued over the amount of interest
includable in gross income for the taxable year (section 164(j)(6)(B)).
Adjusted taxable income is taxable income computed without taking
into consideration net interest expense, net operating loss deductions,
and depreciation or depletion (section 164(j)(6)(A)). Any excess limita
tion (the excess of 50 percent of adjusted taxable income over the
corporation’s net interest expense) is carried forward indefinitely and is
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used on a first-in, first-out basis. These rules are applied on a group basis
rather than a separate-company basis (section 164(j)(6)(C)).
A related person in general is defined by sections 267(b) or 707(b)(1).
A partnership is not treated as a related person if less than 10 percent of
the profits and capital interests in the partnership is held by persons who
are not subject to U.S. income tax, except in the case of interest alloca
ble to any partner in the partnership who is a related person to the
corporation (section 163(j)(4)).
In the case of any interest paid or accrued to a partnership, the deter
mination of whether a tax is paid is made on the partner level. A similar
rule applies in the case of any pass-through entity, tiered partnerships,
and other entities.
In the case of a treaty between the United States and any foreign
country that reduces the rate of tax on interest paid or accrued to a
related party, that interest will be treated as exempt from tax to the fol
lowing extent (section 163(j)(5)):

Interest exem pt from tax

=

Rate o f tax without
regard to treaty R ate o f tax imposed
under the treaty
Rate o f tax without
regard to treaty

Interest
paid
or
X
accrued

Tax Rates

An unmarried resident alien is taxed at rates applicable to U.S. unmar
ried individuals either under the regular tax or the alternative minimum
tax and under section 402(e)(1) on lump-sum distributions from a quali
fied plan on income effectively connected with a U.S. business (section
871(b)(1)). Other fixed or determinable income is taxed at the 30-percent rate or a lower treaty rate. A married nonresident alien is taxed
according to these same rules except that the rates applicable to married
individuals filing separate returns are used. A nonresident alien cannot
use the rates applicable to a head of household or married taxpayers filing
a joint return; however, a nonresident alien married to a U.S. citizen may
elect to file a joint return as a resident alien (section 6013(g)). A foreign
corporation is taxed at a 30-percent tax rate (or lower treaty rate) on fixed
or determinable income and under regular rates or alternative minimum
tax rates on regular or alternative minimum taxable income effectively
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connected with the conduct of a trade or business in the United States
(section 882(a)(1)).
Tax on Transportation Income

A nonresident alien individual or foreign corporation that has U.S.source transportation income is subject to a tax equal to 4 percent of this
gross income (section 887(a)). U.S.-source gross transportation income
means any gross income that is defined as transportation income and
treated as U.S.-source transportation income under section 863(c).
Transportation income of any taxpayer will not be treated as effectively
connected with the conduct of a trade or business in the United States,
unless the taxpayer has a fixed place of business in the United States
involved in earning the transportation income, and substantially all of
the U.S.-source gross transportation income is attributable to regularly
scheduled transportation. If the income is from leasing of a vessel or air
craft, the income must be attributable to a fixed place of business in the
United States to be effectively connected (section 887(b)).

Taxation of Foreign Governments, International
Organizations, and Their Employees
A foreign government is exempt from tax on income received from an
investment in the United States in stocks, bonds, or other domestic
securities owned by the foreign government, financial instruments held
in the execution of government financial or monetary policy, or interest
on deposits in banks in the United States of money belonging to the
foreign government (section 892(a)(1)). An exclusion from U.S. tax is
not available to a foreign government for any income derived from the
conduct of a commercial activity within or without the United States or
received from an entity the foreign government controls. A central bank
of issue is treated as a controlled commercial entity only if it engages in
commercial activities within the United States (section 892(a)(2)).
International organizations are exempt from income tax on all U.S.source income (section 892(b)).
Wages, fees, or the salary of any employee of a foreign government
or of an international organization, received as compensation for official
services to that government, is not included in gross income for U.S. tax
purposes and is exempt from tax if three tests are satisfied:
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The employee is not a citizen of the United States, or is a citizen of
the Philippines, whether a citizen of the United States or not.
In the case of an employee of a foreign government, the services
are of a character similar to those performed by employees of the
government of the United States in foreign countries.
In the case of an employee of a foreign government, the foreign
government grants an equivalent exemption to employees of the
government of the United States performing similar services in such
foreign country (section 893).

Foreign Trusts
A foreign trust is defined by section 7701(a)(31) as a trust having income
from sources outside the United States not effectively connected with
the conduct of a trade or business in the United States and therefore not
includable in gross income. This somewhat circuitous definition provides
little guidance, particularly since several court cases and other authorita
tive pronouncements have associated foreign trust status with such
factors as the residence of the trustee, the residence of beneficiaries, the
location of trust corpus, and the activities of the trust.
In B.W. Jones Trust v. Comm.,4 trusts were created by instruments
executed in England by a subject of England. Each trust was established
in favor of an English beneficiary. Four of the five trustees were English;
one was a U.S. citizen and resident. Each trust was subject to the provi
sion that income should be currently distributed to beneficiaries and
capital gains added to corpus. Approximately 90 percent of corpus con
sisted of securities of U.S. corporations, and the securities were held
in the United States by the U.S. trustee. The trust office was leased in
New York in the names of the trustees. The trustees made several sales of
securities in the United States resulting in substantial capital gains. The
court decided that the U.S. trustee and the activities in the United
States disqualified the trust from nonresident status.
In Maximov v. United States5 a British subject created a trust under
Connecticut law for the benefit of his wife and children, who were sub
jects and residents of Britain. The trust was administered in the United
446 B.T.A. 531 (1942),
5373 U.S. 4 9 (1963).

a f f 'd ,

132 F.2d 914 (C A -4 , 1943).
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States. Since the trust was established in the United States, governed by
the laws of Connecticut, and administered in the United States by U.S.
trustees, the court considered the trust a U.S. trust.
Rev. Rul. 60-1816 reached a similar conclusion for a trust established
under the laws of a foreign jurisdiction. The corpus of such a trust con
sisted of stocks in U.S. corporations held and traded in the United
States, and the trustees were U.S. citizens. Such a trust was a U.S. trust.
One of the better definitions of foreign trust appears in a senate com
mittee report; it states that a foreign trust is “a trust created by a U.S.
citizen in a foreign country with a nonresident alien as trustee.”7
Regardless of other factors present, it is doubtful that a trust created in
the United States can ever be treated as a foreign trust.
It is difficult to assess the weight attached to keeping trust corpus in
the United States, although if all the trust administration takes place
outside the United States, it does not appear that this factor alone will
result in foreign trust status. Residency of the beneficiaries is apparently
unimportant in determining residency of the trust.8
Foreign Trusts With No U.S. Beneficiaries

A foreign trust with no U.S. beneficiaries is taxed as a nonresident alien
and subject to U.S. income tax on fixed or determinable annual or peri
odic income from sources within the United States. Fixed or determinable
annual or periodic income includes income from—
•
•
•
•

Investments such as interest (section 861(a)(1)).
Dividends (section 861(a)(2)) and rents (section 861(a)(4)).
Compensation such as salaries, wages, and annuities (section
861(a)(3)).
Certain kinds of capital gains, such as those realized from the sale of
timber, coal, iron ore rights, and intangibles (section 871(a)(1)).

These types of income are taxed at a flat 30-percent rate (or a lower
treaty rate), and no deductions are allowed. Capital gains such as those

6Rev. Rul. 60-181, 1960-1 C B . 257.
7Senate Committee on Finance, T r u st a n d P artn e rsh ip In co m e T a x R ev isio n
Cong., 2d sess., 1960, S. Rept. 1616, 60.
8Rev. Rul. 55-414, 1955-1 C.B. 385; Rev. Rul. 56-30, 1956-1 C.B. 646.

o f 1 960,

86th
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derived from the sale of securities are taxed only if the foreign trust is
present in the United States 183 days or more during the taxable year
(section 871(a)(2)). Capital gain or loss from the disposition of a U.S.
real property interest is taxed under section 897.
A foreign trust with income principally from capital gains, even if
recognized from securities traded in the United States, might therefore
escape taxation on all current income.
Foreign Trusts With U.S. Beneficiaries

Any U.S. person directly or indirectly transferring property to a foreign
trust that has a U.S. beneficiary is treated as the owner of the portion of
the trust attributable to the property transferred by the U.S. person (sec
tion 679(a)(1)). Section 7701(a)(30) defines U.S. person as a citizen or
resident of the United States, a domestic partnership, a domestic corpo
ration, and any estate or trust other than a foreign trust. Section 679
applies to simple or complex trusts. It does not apply to employee trusts,
described in section 404(a)(4), that are created or organized outside the
United States.
Any U.S. person treated as an owner of a portion of a foreign trust is
taxed on the income of that portion in the same manner as the owner of
a trust is taxed under the existing grantor trust rules. It is important to
note that the grantor is taxed on all income if he or she is the only trans
feror to the trust. This is unlike the grantor rules of section 674, for
which the grantor was taxed on a fraction of the income in relation to
the extent of his or her interest in or power over the property transferred.
Example 19.3. Jam es Davis, a U .S . person, was the grantor o f a foreign trust.
T he sole beneficiary, Bob Short, a U .S . citizen, is Mr. D avis’s adult nephew.
T h e trust is required to distribute 75 percent o f its income currently. T h e
tmstee— Sam Davis, the son o f Jam es Davis— has discretionary payout
powers over the rem aining 25 percent o f the current income. U nder the
grantor trust rules, Jam es Davis would be taxed on 25 percent of the income.
U nder section 679, Jam es Davis is taxed on all the income o f the trust.

If a foreign trust did not have a U.S. beneficiary when a U.S. person
transferred property to it but it subsequently acquires a U.S. beneficiary,
the grantor trust rules apply. In this case, the transferor’s income for the
taxable year (in addition to his or her other income for the year)
includes an amount equal to the undistributed net income that was
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attributable to his or her portion of the trust at the close of the preceding
taxable year (section 679(b)).
E xam ple 1 9 .4 . R. A llen, a U .S . citizen, resides in France with his nonresi

dent spouse and nonresident alien minor stepchildren. H e sets up a foreign
trust that is to accumulate income for his stepchildren during their minority.
If any one o f his stepchildren becomes a resident of the U nited States, A llen
will be taxed on all income accumulated and undistributed up to that time.
H e will also be taxed on future current income. T he stepchild will incur no
tax on subsequent distributions.

In addition, section 672(f) provides that a U.S. person who is a
beneficiary of a trust is treated as the grantor of that trust to the extent
that the beneficiary transferred property, directly or indirectly, to a
foreign person who otherwise would have been treated as the owner
under the grantor trust rules. This provision is intended to eliminate
a tax planning technique whereby person A, who is about to become a
U.S. resident, transfers property by gift to person B, who transfers that
property to a foreign trust in which person A is the beneficiary. Person B
retains a prohibited power that causes the trust to be treated as a grantor
trust to person B, who is not a U.S. citizen or resident. Person B was
not taxed because he or she was not a U.S. taxpayer. Person A was not
taxed because he or she was the beneficiary of the grantor trust. Trusts
created after November 5, 1990, are subject to the treatment under sec
tion 672(f).
Excluded Transfers

Transfers by U.S. persons that take place because of the death of the U.S.
person (for example, a foreign testamentary trust created by a U.S.
person) are excluded from the grantor provisions. The income of the
trust is therefore not taxed in the grantor’s estate. For income tax pur
poses an inter vivos trust that is treated as owned by a U.S. person is not
treated as owned by the estate of that person upon his or her death.
Whether the corpus of the inter vivos trust is included in the estate of
the U.S. person depends on the estate tax provisions, which, along with
the gift tax provisions, are unaffected by section 679.
Any sale or exchange of property at its fair market value, when all
gain is recognized at the time of the transfer or on the installment sale
basis, is considered an excluded transfer (section 679(a)(2)(B)).
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Both direct and indirect transfers will cause the transferor to a foreign
trust to be treated as owner of the portion of the trust attributable to the
property transferred. The following are examples of indirect transfers:9
1.

2.
3.
4.

A transfer of property to a foreign person or entity that subsequently
transfers the property or its equivalent to a foreign trust that has
U.S. beneficiaries
A transfer of property to a domestic trust or corporation that sub
sequently transfers that property or its equivalent to a foreign trust
A transfer to a domestic trust that subsequently becomes a for
eign trust
A formal or informal guarantee by a U.S. person for repayment of a
loan by a foreign trust that borrows money or other property

U.S. Beneficiaries. For the transferor to be taxed under section 679, the
foreign trust must have a U.S. beneficiary. A foreign trust has a U.S. ben
eficiary in any of the following situations:10

1.
2.

3.

4.
5.

6.
7.

The trust instrument includes existing U.S. persons as beneficiaries.
The trust instrument gives to any person the authority to distribute
income or corpus to unnamed persons in general or to any class of
persons that includes a U.S. person.
If the trust is terminated, any part of the remaining income or
corpus of the trust could be paid in that taxable year to or for the
benefit of a U.S. person.
A foreign person becomes a U.S. beneficiary.
A foreign corporation is the beneficiary, and more than 50 percent
of the total combined voting power or value of all classes of stock
is owned or considered to be owned under section 958 by U.S.
shareholders.
A foreign partnership is the beneficiary, and any U.S. person is a
direct or indirect partner.
Another foreign trust or foreign estate is the beneficiary, and the
second foreign trust or foreign estate has a U.S. beneficiary (or a
deemed U.S. beneficiary).

9Senate Committee on Finance,
10Ibid., 220.

T a x R e fo rm A c t o f 1 9 7 6 ,

94th Cong., 2d sess., 1976, 219.
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Taxation of U.S. Beneficiaries of Foreign Trusts

If the income of a foreign trust is taxed to the grantor under section 679,
the U.S. beneficiary will not be taxed when a distribution is received. In
cases in which income of a foreign trust is not taxed to the grantor under
the grantor trust rules (such as if the grantor recognizes the full gain on
the transfer to the trust), the U.S. beneficiary is subject to an interest
charge in addition to the normal income taxes. This interest charge is
based on the length of time during which tax was deferred because of the
trust’s accumulation of income (section 668).
The rate of interest is 6-percent simple interest per year times the
amount of tax imputed to the beneficiary. For example, the rate of inter
est on a distribution in year 5 from year 1 earnings is 24 percent (6% X 4
[for 4 years] = 24%). The rate is applied to the taxes imposed. Taxes
imposed means the taxes imposed on the beneficiary less the foreign tax
credit and U.S. taxes paid by the trust.
The interest charge in cases in which the distribution in one year
consists of the amounts earned in more than one year is calculated by
averaging the years in which the amounts were actually earned and com
puting the entire charge based on that average period.
Example 19.5. A n am ount earned in years 3 , 4, and 5 was distributed from a
foreign trust to a U .S . beneficiary in year 10. T h e number o f years for which
interest is charged is determined by the following procedure:
1. Calculate the number o f years o f accumulation for each year in which the
amounts distributed were originally earned:
10 — 3 = 7 for amounts earned in year 3
10 — 4 = 6 for amounts earned in year 4
10 — 5 = 5 for amounts earned in year 5
2. Divide the total of these numbers o f years of accum ulation by the number
of different years from which the amounts distributed were earned:
7 + 6 + 5 = 18
18/3 = 6 years’ average accum ulation
3. M ultiply the average number o f years o f accum ulation by the 6-percent
interest rate:
6 X 6% = 36%
4. M ultiply the interest from step 3 by the taxes imposed on the beneficiary
on account o f the accum ulation distribution.

The interest charge is calculated on an annual basis. Amounts that
are deemed distributed to beneficiaries in year 1, but are actually distrib
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uted in year 2, carry one full year’s interest regardless of when in year 1
the amounts were earned or when in year 2 the amounts were distributed
by the trust.
The interest and the taxes incurred by the beneficiary cannot exceed
the amount actually distributed by the trust. The interest is not deduct
ible as interest for federal income tax purposes (section 668(c)(1)). The
interest itself is also subject to an interest charge in case of late payment.

Expatriation to Avoid Tax
Section 877 was formulated to discourage U.S. citizens from relinquish
ing their citizenship to avoid taxes. Under section 877, a U.S. citizen
who gives up his or her citizenship to avoid income, estate, or gift taxes
will be subject to U.S. tax for ten years on U.S.-source income at the
higher of regular rates or the rates imposed on him or her as a nonresi
dent alien (section 877). Foreign-source income (except as noted
subsequently) is not taxed under this provision, however.
Income that is considered U.S.-source includes (1) gains on the sale
or exchange of property (other than stock or debt obligations) located in
the United States and (2) gains on (a) the sale or exchange of stock
issued by a domestic corporation and (b) obligations of a U.S. person,
including the federal, state, and local governments. This provision
thereby causes foreign-source gains to be treated as U.S.-source gains
even if title passes abroad.11 Furthermore, gain from property sold or
exchanged that has a carryover basis from property described above
will be U.S.-source income. Deductions allocable to the gross income
of the expatriate will be allowed; capital loss carryovers, however, are
not allowed.
Once the secretary of the Treasury establishes that an individual’s
loss of U.S. citizenship would result in a substantial tax reduction on
his or her income for that taxable year, the burden of disproving a taxavoidance motive shifts to the taxpayer.

1Max K ro n en b erg , 64 T.C. 428 (1975).
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Nonresident Aliens Married to Citizens or
Residents of the United States
Section 6013(g) permits a nonresident alien married to a U.S. citizen or
resident to elect treatment as a U.S. resident. This provision allows the
benefits of a joint return even though one spouse is a nonresident alien.
The election may be made by a husband and wife who are both nonresi
dent aliens during the year as long as one spouse is resident by the close
of the taxable year. If a nonresident alien spouse elects treatment as a
resident, it causes his or her worldwide income for the entire year to be
taxed by the United States; without the election, the nonresident alien
spouse would in general be taxed by the United States only on income
from U.S. sources. Foreign taxes paid on foreign-source income can be
used as a foreign tax credit in the joint return.
The election is made by attaching a statement to a joint return for
the first taxable year for which the election will be effective. Once made
(both individuals must consent), the election applies to that taxable
year, and all subsequent years, until terminated. The election is sus
pended, however, for any taxable year subsequent to the election year if
neither spouse is considered a U.S. spouse (for example, if both spouses
are nonresident aliens for the entire taxable year). The election may be ter
minated under any of the following conditions:
1.
2.

3.

4.

5.

Revocation by the taxpayer as of the first taxable year if revocation
is before the due date of the return
Termination by the death of either spouse as of the beginning of the
tax year following the taxable year in which the death occurred,
unless the taxpayer who is a citizen or resident of the United States
qualifies as a surviving spouse under section 2
Termination by the legal separation of the couple under a decree of
divorce or separate maintenance as of the beginning of the taxable
year in which the separation occurs
Termination by the Secretary for any taxable year if he or she deter
mines that either spouse has failed to keep books and records, grant
access to the books or records, or supply other information as may be
reasonably necessary to ascertain the amount of liability for taxes of
either spouse
Suspension for any taxable year if neither spouse is a citizen or resi
dent of the United States at any time during the year
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If the election is terminated, the two individuals are ineligible to
make an election for any subsequent taxable year.
For residents of a country that has a tax treaty with the United
States, an election under section 6013(g) may lead to double taxation on
certain income. Treas. Reg. Sec. 1.6013-6 provides that an individual
who makes the election may not, for U.S. income tax purposes, claim
not to be a resident of the United States under any U.S. income tax
treaty. Thus the individual who makes the election will be subject
to U.S. income tax on worldwide income even though, under a U.S.
income tax treaty, he or she may have been exempt from U.S. tax on
certain income before making the election.

20

Dispositions of ForeignOwned Real Estate
Prior to 1980, through a variety of tax planning techniques, foreign
investors could easily escape income tax on sales or other dispositions of
real estate in the United States. In order to establish equity in the tax
treatment from dispositions of U.S. real property investments between
foreign and domestic investors, the Foreign Investment in Real Property
Tax Act of 1980 (FIRPTA)— together with amendments made by the
Economic Recovery Tax Act of 1981 and subsequent amendments made
by tax legislation in 1981, 1982, 1984, and 1986— dramatically changed
the tax treatment of the disposition of foreign investment in U.S. real
property. Section 897 of the Internal Revenue Code sets forth the gen
eral tax treatment of the disposition of foreign investment in U.S. real
property. In summary, section 897 includes the following provisions:
1.

Nonresident aliens and foreign corporations are taxed on disposi
tions of U.S. real property interests (USRPIs) after June 18, 1980,
even though the dispositions may not otherwise be effectively con
nected with a U.S. trade or business. A disposition is taken into
account if it is a type that constitutes a realization event under any
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2.

3.

4.

5.

6.

7.
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principle of federal income taxation. For example, severance of crops
or timber and extraction of minerals alone do not constitute the dis
position of a U.S. real property interest (Treas. Reg. Sec. 1.897-1(g)).
A real property interest includes stock of a domestic corporation
that is a real property holding company but does not include stock
of a foreign corporation that holds real property interests (section
897(c)(1)).
Distributions of USRPIs by foreign corporations produce a taxable
gain to the foreign corporation equal to the excess of the fair market
value of the interest over its adjusted basis. Exceptions may apply if
the recipient would be subject to taxation on a subsequent disposi
tion of the distributed property and receives a carryover basis in the
property increased by the gain to the distributing corporation (sec
tion 897(d)).
A nonresident alien or foreign corporation disposing of part or all of
an interest in a partnership, trust, or estate that holds U.S. real prop
erty interests will be treated as disposing of the underlying USRPIs
(section 897(c)(4)).
A distribution by a real estate investment trust (REIT) to a nonresi
dent alien or foreign corporation traced to a disposition of a USRPI
will be treated as a disposition of a USRPI (section 897(h)).
In certain cases a foreign corporation may elect to be treated as a
domestic corporation (for purposes of sections 897 and 1445, and
6039C (section 897(i)).
Gain is recognized by a nonresident alien or foreign corporation
upon a transfer of a USRPI to a foreign corporation as paid-in sur
plus or as a contribution to capital (section 897(j)).

In addition to the foregoing provisions of section 897, section 1445
requires withholding of tax equal to 10 percent of the amount realized on
dispositions of USRPIs and section 6039C requires that a foreign person
holding direct interests in USRPIs file a return with the IRS as regula
tions may require (though no regulations have been issued nor are any
anticipated).

The Tax Rate
In order to make the tax more comparable to what would be paid by a
resident, a nonresident alien pays the tax similar to that imposed on U.S.
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investors in similar circumstances, including a form of the alternative
minimum tax. This is a minimum tax on taxable income of not less than
the lesser of (1) the individual’s alternative minimum taxable income (as
defined in section 55(b)(2)) for the taxable year or (2) the individual’s
net U.S. real property gain for the taxable year (section 897(a)(2)).
U.S. property gains realized by a corporation are treated as effectively
connected with a U.S. trade or business subject to the corporate tax rates
(regular or alternative), with full use of effectively connected losses
against those gains. For individuals as well, the individual tax rates apply
to property gains net of U.S. effectively connected losses. In the case of
corporations, U.S. effectively connected losses may be taken into
account only to the extent they would be considered trade or business
losses, losses on transactions entered into for profit, and in the case of
individuals, only casualty or theft losses under section 165(c) may be
taken into account against net U.S. real property gain (section 897(b)).

U.S. Real Property Interest
FIRPTA treats gains realized by a foreign person from the disposition of
USRPIs in which the foreign person has an interest, other than an
interest solely as a creditor, as subject to U.S. taxation. A USRPI
includes stock in certain domestic corporations (defined as U.S. real
property holding corporations) and three categories of property: (1) land
and unsevered natural products of the land, (2) improvements, and (3)
personal property associated with the use of real property. Local laws are
not controlling for determining the meaning of real property (Treas. Reg.
Sec. 1.897-1(b)(1)).
1.

2.

Land and unsevered natural products of the land. This category includes
land, growing crops and timber, and mines, wells, and other natural
deposits. Crops and timber cease to be real property at the time they
are severed from the land. Ores, minerals, and natural deposits cease
to be real property when they are extracted from the ground (Treas.
Reg. Sec. 1.897-1(b)(2)).
Improvements. Improvements on land include a building, any other
inherently permanent structure, or a structural component (such as
wiring, plumbing, central heating and central air-conditioning sys
tems, pipes and ducts, and elevators and escalators) (Treas. Reg. Sec.
1.897-1(b)(3)).
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Personal property associated with the use of real property. Movable
walls, furnishings, and other personal property associated with the
use of real property are included in this category. Personal property is
associated with the use of real property when both the personal
property and the U.S. real property interest with which it is associ
ated are held by the same person or by related persons and whose
ordinary and necessary use is a corollary of the use to which real
property is put. For example, mining equipment used in connection
with mining operations constitutes personal property associated
with the use of real property (Treas. Reg. Sec. 1.897-1(b)(4)(i)(A )).

Interests in real property other than solely as a creditor include (1)
fee ownership; (2) co-ownership; (3) leasehold interest in real property;
(4) time-sharing interest in real property; (5) life estate, remainder, or
reversionary interest in real property; (6) direct or indirect right to share
in the appreciation in the value of, or in the gross or net proceeds or
profits generated by, real property; and (7) a right to an interest in pro
duction payments that conveys a right to share in appreciation in the
value of mineral property (Treas. Reg. Sec. 1.897-1(d)(2)(i))—whether
any such real property interests are located in the United States or the
Virgin Islands (section 897(c)(1)(A )).
The gain realized by a nonresident alien individual or foreign corpo
ration from the sale or exchange of an interest in a partnership, trust, or
estate will be considered a gain realized from the sale or exchange of a
USRPI to the extent the gain is attributable to a USRPI (section 897(g);
Treas. Reg. Sec. 1.897-1(d)(3)). An interest in a partnership in which 50
percent or more of the value of the gross assets consists of USRPIs, and
90 percent or more of the value of the gross assets consists of USRPIs
plus cash or cash equivalents, will be treated as entirely a USRPI for pur
poses of section 1445 and as a USRPI only to the extent that the gain on
the disposition is attributable to USRPIs (and not cash, cash equivalents,
or other property) for purposes of section 897 (Temp. Treas. Reg. Sec.
1.897-7T(a)).
Also constituting an interest in real property other than solely as a
creditor are the following:
1.

Installment obligations arising from the disposition of an interest in
real property unless the transferor elects not to have the installment
method of section 453(a) apply and tax is paid on a timely basis on
any gain recognized (Treas. Reg. Sec. 1.897-1(d)(2)(ii)(A))
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An option, a contract, or a right of first refusal to acquire any inter
est in real property (other than an interest solely as a creditor)
(Treas. Reg. Sec. 1.897-1(d)(2)(ii)(B))
An indirect right where an interest in real property bears an interest
rate that is tied to an index, the principal purpose of which is to
reflect changes in real property values (Treas. Reg. Sec. 1.8971(d)(2)(D))
A commission earned in connection with the purchase of real prop
erty that is contingent upon the amount of gain ultimately realized
by the purchaser (Treas. Reg. Sec. 1.897-1(d)(2)(E))

Interests Not USRPIs

Interests that do not constitute interests in real property include a right
to repossess or foreclose on real property under a mortgage, security
agreement, financing statement, or other collateral instrument securing a
debt or a right to payment of reasonable compensation for services ren
dered as a trustee, as an administrator of an estate, or in a similar
capacity (Treas. Reg. Sec. 1.897-1(d)(2)(ii)(C) and (F)). Also not con
sidered a USRPI is any interest in certain domestic corporations that did
not hold any USRPIs as of the disposition date. However, if the corpo
ration was a U.S. real property holding corporation (described subse
quently) at any time during the five-year period ending on the
disposition of the interest, the corporation’s stock will be treated as a
USRPI unless the corporation itself had disposed of all of its USRPIs in
transactions in which the full amount of the gain was recognized, or if
the stock interests it held ceased to be USRPIs by reason of the applica
tion of this rule to the corporations whose stock is held (section
897(c)(1)(B)). The term USRPI does not include an interest in a domes
tically controlled REIT (Treas. Reg. Sec. 1.897-1(c)(2)(i)).
Any class of stock of a corporation regularly traded on an established
securities market (see Treas. Reg. Sec. 1.897-1(m)) is not treated as a
USRPI if the person held 5 percent or less of such class of stock during
the shorter of either (1) the period after June 18, 1980, when the tax
payer held the interest or (2) the five-year period ending on the
disposition date of such interest (section 897(c)(3)). For purposes of
determining if a person holds more than 5 percent of any class of stock,
the attribution rules of section 318(a) apply, except that 5 percent is sub
stituted for 50 percent in sections 318(a)(2)(C) and 318(a)(3)(C)
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(section 897(c)(6)(C)). There is a similar rule for publicly traded part
nerships (Treas. Reg. Sec. 1.897-1(c)(2)(iv)).
An interest solely as a creditor either in real property or in a domes
tic corporation does not constitute a USRPI (see Treas. Reg. Sec.
1.897-1(d )(1)). For purposes of determining if a person has an interest
other than solely as a creditor in real property or in an entity, the aggre
gate interests of that person in the real property or in the entity must be
considered (Treas. Reg. Sec. 1.897-1(d)(4)). When one corporation
holds an interest solely as a creditor in a second corporation or in a part
nership, trust, or estate, that interest will be disregarded for purposes of
determining whether the first corporation is a U.S. real property holding
corporation, except to the extent that this interest constitutes an asset
used or held for use in a trade or business (Treas. Reg. Sec. 1.8971(d)(1)). These assets are property used or held for use in a trade or
business, other than USRPIs (such as inventory, depreciable property,
livestock, intangibles, and financial assets) (Treas. Reg. Sec. 1.897-1(f)).

U.S. Real Property Holding Company
U.S. real property holding corporation status is important for determin
ing whether gain from the disposition by a foreign person of an interest
in a corporation is taxable and whether withholding requirements apply.
A person who buys stock of a U.S. real property holding corporation
from a foreign person is required to withhold under section 1445 unless
exemptions under section 1445(b) apply. Any corporation, domestic or
foreign, is a U.S. real property holding company if the fair market value
of its USRPIs is at least 50 percent of the fair market value of its U.S.
real property interests, interests in real property located outside the
United States, and assets used or held for use in trade or business (Treas.
Reg. Sec. 1.897-2(b)(1)). As an alternative test, the fair market value of
a corporation’s USRPIs is presumed to be less than 50 percent of the fair
market value of the aggregate of the assets discussed above if, on the
applicable determination date, the total book value of the USRPIs held
by the corporation is 25 percent or less of the book value (determined
under generally accepted accounting principles) of the aggregate of the
corporation’s assets that are included in determining whether a corpora
tion is a real property holding company (Treas. Reg. Sec. 1.897-2(b)(2)).
The assets that must be included in the determination of whether a cor
poration is a real property holding company are—
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USRPIs that are held directly by the corporation, including directly
held interests in foreign corporations that are treated as U.S. real
property holding companies pursuant to Treas. Reg. Sec. 1.8972(e)(1). See also section 897(i)(4).
Interests in real property located outside the United States that are
held directly by the corporation.
Assets used or held for use in a trade or business that are held
directly by the corporation.
A proportionate share of assets held through a partnership, trust, or
estate pursuant to Treas. Reg. Sec. 1.897-2(e)(2).
A proportionate share of assets held through a domestic or foreign
corporation in which the corporation holds a controlling interest. A
controlling interest means 50 percent or more of the fair market
value of all classes of stock of the corporation (Treas. Reg. Sec.
1.897-2(e)(3)).
E xam ple 2 0 .1 . N onresident alien individual F holds all o f the stock of
dom estic corporation D C . D C ’s only assets are 40 percent o f the stock o f for
eign corporation FC, with a fair market value o f $500,000, and a parcel of
country W real estate, with a fair m arket value o f $400,000. Foreign corpora
tion FP, unrelated to D C , holds the other 60 percent o f the stock o f FC. F C ’s
only asset is a parcel o f U .S . real estate with a fair m arket value o f
$1,250,000. F C is a U .S . real property holding corporation because the fair
market value o f its U .S . real property interests ($1,250,000) exceeds 50 per
cent ($625,000) o f the sum o f the fair market values o f its U .S . real property
interests ($1,250,000), its interests in real property located outside the
U nited States (zero), plus its other assets used or held for use in a trade or
business (zero). Consequently D C ’s interest in F C is treated as a U .S . real
property interest. D C is a U .S . real property holding corporation because the
fair market value ($500,000) o f its U .S . real property interest (the stock o f
FC ) exceeds 50 percent ($450,000) o f the sum ($900,000) o f the fair market
value o f its U .S . real property interests ($500,000), its interests in real prop
erty located outside the U nited States ($400,000), plus its other assets used
or held for use in a trade or business (zero). If F disposes o f her stock within
5 years o f the current determ ination date, her gain or loss on the disposition
of her stock in D C will be treated as effectively connected with a U .S . trade
or business under section 897(a). However, FP’s gain on the disposition o f its
FC stock would not be subject to the provisions o f section 897(a) because
the stock o f FC is a U .S . real property interest only for purposes o f determin
ing whether D C is a U .S . real property holding corporation (Treas. Reg. Sec.
1.897-2(e)(1), exam ple (1)).
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If the IRS determines that the presumption of the alternative test
may not accurately reflect the status of the corporation, then it will pro
vide written notice to the corporation that it may not rely upon the
presumption (Treas. Reg. Sec. 1.897-2(b)(2)(iii)).
Whether a corporation is a U.S. real property holding company is to
be determined as of the following dates: (1) the last day of the corpora
tion’s taxable year, (2) the date on which the corporation acquires any
USRPI interest, (3) the date on which the corporation disposes of an
interest in real property located outside the United States or disposes of
other assets used or held for use in a trade or business during the calendar
year, and (4) in the case of a corporation treated as owning a portion of
the assets held by an entity in which the corporation directly or indi
rectly holds an interest, the date on which that entity either acquires a
USRPI, disposes of an interest in real property located outside the
United States, or disposes of other assets used or held for use in a trade or
business during the calendar year. The first determination need not be
made until the 120th day after the later of the date of incorporation or
the date the corporation first acquires a shareholder. In addition, no
determination need be made during the twelve-month period beginning
on the date on which a corporation adopts a plan of complete liquida
tion, provided that the assets are distributed during that period (Treas.
Reg. Sec. 1.897-2(c)(1)).
Certain transactions by a corporation or by a corporation that is
treated as owning a portion of the assets held by an entity in which the
corporation directly or indirectly holds an interest do not trigger a determi
nation date for purposes of U.S. real property holding corporation status
(Treas. Reg. Sec. 1.897-2(c)(2)). Examples of these transactions are—
•
•
•
•

•

Dispositions of inventory or livestock.
Satisfaction of accounts receivable arising from the disposition of
inventory or livestock or from the performance of services.
The disbursement of cash to meet the regular operating needs of the
business.
The disposition of assets used or held for use in a trade or business
(as defined at Treas. Reg. Sec. 1.897-1(f)), other than inventory or
livestock, not in excess of the limitation amount discussed subsequently.
Acquisition of USRPIs not in excess of the limitation amount dis
cussed subsequently.
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The amount of assets used or held for use in a trade or business that
may be disposed of, and the amount of U.S. real property interests that
may be acquired by a corporation or other entity without triggering a
determination date are determined from a comparison of the direct and
indirect ownership of USRPIs to the aggregate fair market value of all
assets held by such corporation or other entity on the most recent deter
mination date. The applicable limitation amount is the percentage, as
determined below, multiplied by the fair market value of all trade or busi
ness assets or all USRPIs held directly or indirectly.
V a lu e o f U S R P ls / A ll T rad e
B u sin e ss A s s e ts in U . S .

or
A p p lic ab le L im itatio n A m o u n t

L e ss than 25%

10%

Between 25% and 35%
35% or more

5%
2%

If the corporation is not a real property holding corporation under
the alternative test described above, then the applicable limitation is 10
percent of the book value of all trade or business assets or all USRPIs
held directly or indirectly by the corporation (Treas. Reg. Sec. 1.8972(c)(iii)). In addition, a corporation may choose to determine its U.S.
real property holding corporation status monthly or under a transac
tional method (Treas. Reg. Sec. 1.897-2(c)(3)).
E xam ple 2 0 .2 . D C is a dom estic corporation, with no class o f stock regularly

traded on an established securities market, that knows that it has several for
eign shareholders. A s o f December 31, 1994, D C holds U .S . real property
interests with a fair market value o f $500,000, no real property interests
located outside the U .S ., and other assets used in its trade or business with a
fair market value o f $1,600,000. Thus, the fair market value of D C ’s U .S . real
property interests ($500,000) is less than 25 percent ($525,000) o f the total
($2,100,000) of D C ’s U .S . real property interests ($500,000), interests in real
property located outside the U nited States (zero), and assets used or held for
use in a trade or business ($1,600,000). D C is not a U .S . real property h old
ing corporation, and it may dispose o f trade or business assets with a fair
market value equal to 10 percent ($160,000) o f the total fair market value
($1,600,000) o f such assets held by it on its most recent determination date
(Decem ber 31, 1994), without triggering a determ ination o f its U .S . real
property holding corporation status. Therefore, when D C disposes o f
$60,000 worth o f trade or business assets (other than inventory or livestock)
on M arch 1, 1995, and again on A pril 1, 1995, no determ ination o f its status
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is required on either date. However, if D C disposes o f a further $60,000
worth o f such trade or business assets on May 1, its total dispositions o f such
assets ($180,000) exceeds its applicable lim itation amount, and D C is there
fore required to determine its U .S . real property holding corporation status.
O n May 1, 1995, the fair market value o f DC
’s U .S . real property interests
($500,000) is greater than 25 percent ($480,000) and less than 35 percent
($672,000) o f the total ($1,920,000) o f D C ’s U .S . real property interests
($500,000), interests in real property located outside the U nited States
(zero), and assets used or held for use in a trade or business ($1,420,000). D C
is still not a U .S . real property holding corporation, but must now compute
its applicable lim itation amount as o f the M ay 1 determ ination date. D C
could now dispose o f trade or business assets other than inventory or livestock
with a total fair m arket value equal to 5 percent o f the fair market value of
all trade or business assets held by D C on the May 1 determ ination date.
Therefore, disposition of such trade or business assets with a fair market value
of more than $71,000 (5 percent of $1,420,000) will trigger a further determina
tion date for D C (Based on Treas. Reg. Sec. 1.897-2(c)(2)(iii)(D ), example (1).

Establishing That a Corporation Is Not a U.S. Real Property
Holding Corporation

A foreign person who disposes of an interest in a domestic corporation
must establish that the corporation is not a U.S. real property holding
corporation for three reasons:
1.

2.

3.

Failure to establish that a domestic corporation was not a U.S. real
property holding corporation will result in the gain from the disposi
tion being effectively connected with a U.S. trade or business taxed
under sections 871(b) or 882.
It is necessary for purposes of determining if another corporation
holding an interest in such domestic or foreign corporation is itself a
U.S. real property holding corporation.
U.S. real property holding corporation status is important for deter
mining whether the transferee of such an interest is required to
deduct and withhold a tax under section 1445.

A foreign person disposing of an interest in a domestic corporation
must establish that the interest was not a USRPI on the date of disposition
either by obtaining a statement from the corporation or obtaining a deter
mination by the foreign operations district director. The statement
obtained from the corporation is not required to be forwarded to the IRS
and taking any further action is not required to establish that the interest
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disposed of was not a USRPI. This corporation’s statement must be
obtained no later than the date, including any extensions, on which
a tax return would otherwise be due (Treas. Reg. Sec. 1.8972(g)(1)(ii)(A)). The foreign person who transfers an interest in a
domestic corporation and receives that corporation’s statement that the
interest was not a USRPI is not subject to withholding under section
1445 (Treas. Reg. Sec. 1.897-2(g)(1)(ii)(B)).
A determination from the director that the interest disposed of was
not a USRPI may be requested by directing the request to Director,
Foreign Operations District; 1325 K St. NW; Washington, D.C. 20225.
The foreign person must nevertheless file a tax return and pay the other
wise due tax. The foreign person will be entitled to a refund after a
determination is made if the claim for refund is filed on a timely basis
(Treas. Reg. Sec. 1.897-2(g)(1)(iii)(A )). The determination made by the
director may be based on information in his or her records (Treas. Reg.
Sec. 1.897-2(g)(1)(iii)(B)), which may be made based on information
supplied by the foreign person (Treas. Reg. Sec. 1.897-2(g)(l)(iii)(C)) or
may be made by the director on his or her own motion (Treas. Reg. Sec.
1.897-2(g)(l)(iii)(D)).
A corporation that must determine whether it is a real property holding
company and that holds a noncontrolling interest in another corporation
must determine whether that interest was a USRPI as of the determination
date by either obtaining a statement from the second corporation, obtaining
a determination by the director, or making an independent determination.
A corporation unable to determine whether it is a USRPI must presume
that such an interest is a USRPI (Treas. Reg. Sec. 1.897-2(g)(2)).
A determination is not required for any person who holds any inter
est (other than an interest owned by a person who beneficially owned
more than 5 percent of the total fair market value of that class of inter
ests at any time during the five-year period ending on the earlier of the
date of disposition of the stock or other applicable determination date)
in a corporation if at any time during the calendar year any class of stock
of the corporation is regularly traded on an established securities market
(Treas. Reg. Sec. 1.897-2(g)(3)).
An established securities market means (1) a national securities
exchange that is registered under section 6 of the Securities Exchange Act
of 1934 (15 U.S.C. 78f); (2) a foreign national securities exchange that is
officially recognized, sanctioned, or supervised by governmental authority;
and (3) any over-the-counter market (Treas. Reg. Sec. 1.897-1(m)).
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To be considered regularly traded on one or more established foreign
markets, trades must be effected during the calendar quarter in question,
in other than de minimis quantities, on at least fifteen days during the
calendar quarter, the aggregate number of interests in each class traded
must be at least 7.5 percent (or 2.5 percent if the number of shareholders
is at least 2,500) or more of the average number of interests in such class
outstanding during the calendar quarter, and the reporting requirements
of Temp. Treas. Reg. Sec. 1.897-9T(d)(3) are satisfied (Temp. Treas. Reg.
Sec. 1.897-9T (d)(1)(i)). The “regularly traded” requirement is not con
sidered satisfied if at any time during the calendar quarter there are 100
or fewer shareholders who own 50 percent or more of the outstanding
shares of a class of interest that are traded on foreign markets (Temp.
Treas. Reg. Sec. 1.897-9T(d)(1)(ii)(B )). Furthermore, any trades
between related parties are disregarded, as are trades that are effected
merely to satisfy the “regularly traded” requirements (Temp. Treas. Reg.
Sec. 1.897-9T (d)(l)(iii)). Interests traded on domestic markets must be
regularly traded by brokers or dealers making a market in such interests.
They need not satisfy the additional requirements as above for interests
traded in foreign markets. See the subsequent discussion for reporting
requirements for interests traded on foreign securities markets.
A domestic corporation must, within a reasonable period after it
receives a request from a foreign person holding an interest in it, inform
that person whether that interest constitutes a USRPI. No particular
form is required for this statement. It must be signed and dated by a
responsible corporate officer who must verify under penalties of perjury
that the statement is correct to his or her knowledge and belief (Treas.
Reg. Sec. 1.897-2(h)(1)(i)). For purposes of this statement, an interest in
a corporation is a USRPI if the corporation was a U.S. real property
holding corporation on any determination date during the five-year
period ending on the date specified in the interest holder’s request, or on
the date such request was received if no date is specified (Treas. Reg. Sec.
1.897-2(h)(1)(ii)). The corporation providing a statement must also pro
vide a notice to the IRS. No particular form is required for this notice,
but the following must be provided: (1) a statement that the notice is
provided pursuant to these requirements; (2) the name, address, and
identifying number of the corporation providing the notice; (3) the
name, address, and identifying number (if any) of the foreign interest
holder that requested the statement; (4) whether the interest in question
is a USRPI; and (5) a statement signed by a responsible corporate officer
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verifying under penalties of perjury that the notice is correct to his or her
knowledge and belief (Treas. Reg. Sec. 1.897-2(h)(2)).
These requirements do not apply to domestically controlled REITs,
nor do they apply to a corporation that has any class of stock that is regu
larly traded on an established securities market at any time during the
calendar year (Treas. Reg. Sec. 1.897-2(h)(3)). A corporation that deter
mines that it is not a U.S. real property holding corporation on each of
the applicable determination dates in a taxable year, or because it is an
excluded corporation, may voluntarily choose to notify the IRS by
attaching to its income tax return for the year a statement that informs
the IRS of its determination (Treas. Reg. Sec. l.897-2(h)(4)(i)).

Distributions of U.S. Real Property interests
A domestic corporation or a foreign corporation that distributes a
USRPI to its shareholders is subject to the provisions of section 897. A
distribution of a USRPI by a domestic corporation includes dividend dis
tributions under section 301, redemptions of stock, and distributions in
liquidation. A distribution of a USRPI by a foreign corporation includes
distributions that are dividends, section 355 distributions, redemptions of
stock, and liquidations (Temp. Treas. Reg. Sec. 1.897-5T(a)).
If a domestic corporation distributes a USRPI that is a dividend to a
foreign shareholder, the basis of the distributed USRPI in the hands of
the foreign distributee will usually be fair market value (that is, equal to
the adjusted basis of the property before the distribution in the hands of
the distributing corporation, increased by the sum of any gain recognized
by the distributing corporation on the distribution under section 311 and
any U.S. tax paid by or on behalf of the distributee with respect to the
distribution) (Temp. Treas. Reg. Sec. 1.897-5T(b)(1)).
If a distribution of property is made by a domestic corporation with
respect to stock in a domestic corporation that is treated as a USRPI, the
distributee is treated as having disposed of a U.S. real property interest
and must recognize gain or loss on the stock as appropriate to the trans
action for any of the following types of such distributions:
1.
2.

A distribution entirely or partially treated, pursuant to section
301(c)(3)(A), as a sale or exchange of stock
A distribution in redemption where part or all of the distribution is
treated under section 302(a) as made in part or full payment in
exchange for stock
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A distribution in complete liquidation under section 331(a) treated
as made in full payment in exchange for stock

Section 332 Liquidations
Subject to certain conditions, when a foreign corporation receives a dis
tribution in liquidation by a domestic corporation under section 332,
occuring after July 31, 1986, the foreign corporation is not required to
recognize any gain under section 367(a) (which describes the treatment
of transfers of property from the United States) or section 897(e)(1)
(which coordinates section 897 with other nonrecognition provisions)
on the receipt of property in this liquidation. The domestic corporation
will not recognize gain under 367(e)(2) (which describes the treatment
under section 367 of liquidations under section 332) on the distribution
of U.S. real property interests. The domestic corporation will recognize
gain under section 367(e)(2) if the distribution is made of stock in a for
mer U.S. real property holding corporation that is treated as a U.S. real
property interest. Stock in a domestic corporation is not considered a
U.S. real property interest if the corporation does not hold any U.S. real
property interests and has disposed of all of its U.S. real property interest
owned within the previous five years in transactions in which the full
amount of gain is recognized. If a gain is recognized at the corporate level
on either a distribution of a U.S. real property interest of a sale of a U.S.
real property interest in a liquidation, such distribution or sale is consid
ered a taxable disposition for purposes of these rules. The basis of the
distributed U.S. real property interests in the hands of the foreign corpo
ration is the same as it was in the hands of the domestic corporation. The
basis of stock in a former U.S. real property holding corporation that is a
U.S. real property interest in the hands of the foreign corporation is the
same as it was in the hands of the domestic corporation, increased by any
taxable gain recognized by the distributing corporation on the distribu
tion (Temp. Treas. Reg. Sec. 1.897-5T(b)(3)(iv)(A)).
A foreign parent corporation that liquidates an 80-percent owned
foreign subsidiary whose stock is treated as a USRPI because the sub
sidiary has made an election to be treated as a domestic corporation
under section 897(i), must recognize gain on this stock if the parent
company receives property that is not a USRPI and that is not used by
the parent company in the conduct of a U.S. trade or business (in a non

Dispositions of Foreign-Owned Real Estate

711

treaty situation) or in a U.S. permanent establishment (in case of a
treaty). The gain on the stock of the foreign corporation recognized is
calculated as follows:

G ain realized on
the distribution

X

Fair m arket value of property
received resulting in
taxable gain
Fair market value o f all
property received

The distributing foreign corporation will not recognize gain under
section 367(e)(2) on the distribution of USRPIs to the distributee for
eign corporation. Recognition of any other gains or losses on the
distribution of property other than USRPIs is treated under section
367(e)(2). The basis of the distributed USRPIs in the hands of the for
eign distributee is the same as it was in the hands of the distributing
foreign corporation. The basis of the property on which the distributee
foreign corporation recognized gain in the hands of the distributee for
eign corporation is the same as the basis in the hands of the distributing
foreign corporation, plus any gain recognized by the distributee foreign
corporation on the receipt of such property. The gain recognized is allo
cated among such properties in proportion to the potential gain inherent
in each such property at the time of the distribution. The basis of other
property received by the distributee foreign corporation is determined
under section 367(e)(2). The basis of each asset is limited to its fair mar
ket value (Temp. Treas. Reg. Sec. 1.897-5T(b)(3)(iv)).
If a nonresident alien individual or foreign corporation transfers
stock of a foreign corporation that owns a USRPI to a domestic corpora
tion in exchange for stock of the domestic corporation in a “B”
reorganization or in an exchange under section 351, and if the foreign
corporation then distributes the USRPI to the domestic corporation in a
section 332 liquidation within five years of the transfer of stock of the
foreign corporation to the domestic corporation, then the transfer of for
eign corporation stock and the liquidation will be treated as a “C ” or “D”
reorganization unless the transfer of the foreign corporation stock and
the section 332 liquidation are separate and independent transactions
justified by substantial and verifiable business purposes (Temp. Treas.
Reg. Sec. 1.897-5T(b)(3)(v)).
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Distributions of USRPIs by Foreign Corporations
If a foreign corporation makes a distribution of a USRPI to any share
holder, then, except as described as follows, the distributing corporation
must recognize gain (but cannot recognize loss) on the distribution
(section 897(d)(1); Temp. Treas. Reg. Sec. 1.897-5T(i)(1)). The gain
recognized is equal to the excess of the fair market value of the USRPI
over its adjusted basis as of the time of the distribution. The distributee’s
basis in the distributed USRPI is determined under the appropriate Code
section that governs the transaction. The parent’s basis in the USRPI
received from a foreign subsidiary in a section 332 liquidation is the for
eign subsidiary’s basis in the distributed USRPI increased by any gain
recognized by the foreign corporation on the distribution of the USRPI.
Gain is not required to be recognized by a distributing foreign corpo
ration in the following circumstances:
1.

2.

3.

At the time of the receipt of the distributed USRPI, the parent
would be subject to U.S. income taxation on the subsequent disposi
tion of the USRPI (Temp. Treas. Reg. Sec. 1.897-5T(c)(2)(i)(A)),
The basis of the distributed USRPI in the hands of the parent is no
greater than the adjusted basis of the property before the disposition,
increased by the amount of gain (if any) recognized by the subsidiary
upon the distribution that is properly added to the adjusted basis
(Temp. Treas. Reg. Sec. 1.897-5T(c)(2)(i)(B)), and
The subsidiary corporation complies with the filing requirements
prescribed at Temp. Treas. Reg. Sec. 1.897-5T(d)(1)(iii) and
described subsequently under “procedural requirements” (Temp.
Treas. Reg. Sec. 1.897-5T(c)(2)(i)(C)).

For certain section 332 liquidations, a foreign corporation must rec
ognize gain on its distributions after May 5, 1988, of a USRPI to a
domestic parent if (1) the foreign corporation has not made a section
897(i) election and any gain on the stock in the foreign corporation
would be subject to U.S. taxation if the election were made on the date
of the liquidation, (2) the distribution of the U.S. real property interest
by the foreign subsidiary to the domestic parent in the section 332 liqui
dation occurs fewer than five years after the date of the last gain from the
disposition of the stock of the foreign corporation, and (3) any gain on
the stock of the foreign subsidiary would be subject to U.S taxation if the
section 897(i) election were made by the foreign corporation on the date
of its liquidation (Temp. Treas. Reg. Sec. 1.897-5T(c)(2)(ii)(B)).
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E xam ple 2 0 .3 . D C , a dom estic corporation, owns 100 percent o f the stock o f
FC , a foreign corporation. P C ’s asset is a U S R P I, with a fair m arket value o f
$5 m illion and an adjusted basis o f $1 million. F C liquidates under section
332(a) and transfers the U SR P I to D C . Assum ing that F C complies with the
filing requirements and that D C will be subject to U .S . income taxation on a
subsequent disposition o f the U SR P I, FC does not recognize any gain under
section 897 and the basis o f the property in the hands o f D C is $1 m illion
(Temp. Treas. Reg. Sec. 1.897-5 T (c )(2 )(iii), exam ple (1 )).

Section 355 Distributions
A foreign corporation that makes a section 355 distribution of stock in a
domestic corporation that constitutes a USRPI will recognize gain on
the distribution to the extent that the fair market value of the distributed
stock exceeds its adjusted basis in the hands of the distributing foreign
corporation. The gain recognized is limited to the amount by which the
aggregate basis of the distributed stock in the hands of the distributee
exceeds the aggregate basis of the distributed stock in the hands of the
distributing corporation. The distributees’ basis in the distributed U.S.
real property interest is determined under section 358. Therefore, the
distributees’ basis in the distributed USRPI interest is determined with
out any increase for the gain recognized by the foreign corporation
(Temp. Treas. Reg. Sec. 1.897-5T(c)(3)(i)).
E xam ple 2 0 .4 . C is a citizen and resident o f country F, which does not have

an income tax treaty with the U nited States. C owns all o f the stock o f FC , a
foreign corporation. T he basis o f the FC stock is $600,000, and it has a fair
market value o f $1 million. In a spin-off transaction qualifying under section
355, F C distributes all o f the stock o f D C , a U .S . real property holding cor
poration. T he D C stock has an adjusted basis o f $200,000 and a fair market
value o f $600,000. A fter the distribution the F C stock has a fair market
value o f $400,000. F C must recognize gain on the distribution o f the D C
stock to C equal to the difference between the fair market value o f the D C
stock ($600,000) and FC ’s adjusted basis in the D C stock ($200,000). T his
results in a potential gain o f $400,000. U nder section 358, C takes a
$360,000 adjusted basis in the D C stock ($600,000 X $600,000/$l,000,000).
Provided that F C complies with the filing requirements, the gain recognized
by FC is limited to $160,000, because this is the amount by which the basis
o f the D C stock in the hands o f C exceeds the adjusted basis o f the D C stock
in the hands o f F C ($360,000 - 200,000). A t the time o f receipt o f the D C
stock, C would be subject to U .S . taxation on a subsequent disposition o f the
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stock. C ’s adjusted basis in the D C stock is not increased by the $160,000
recognized by F C (Temp. Treas. Reg. Sec. 1.897-5 T (c)(3 )(ii), exam ple).

Distributions by Foreign Corporations
in Reorganizations
A foreign corporation that transfers property to another corporation in a
“C ,” “D,” or “F” reorganization for stock of a domestic corporation that is
a U.S. real property holding corporation must recognize gain on an
actual or deemed distribution of the stock of the domestic corporation
received by the foreign corporation and distributed to its domestic or for
eign shareholders (Temp. Treas. Reg. Sec. 1.897-5T(c)(4)). No gain will
be recognized by the foreign corporation on its distribution if at the time
of the distribution (1) the exchanging shareholder in the section 354
exchange would be subject to U.S. taxation on a subsequent disposition
of the stock of the domestic corporation, (2) the distributee’s adjusted
basis in the stock of the foreign corporation immediately before the dis
tribution was no greater than the foreign corporation’s basis in the stock
of the domestic corporation determined under section 358, and (3) the
distributing corporation complies with the regulatory filing requirements
(Temp. Treas. Reg. Sec. 1.897-5T(c)(4)(ii)). The amount of gain recog
nized by the foreign corporation will not be greater than the excess of
the distributee’s adjusted basis in the stock of the foreign corporation
immediately before the distribution over the foreign corporation’s basis
in the stock of the domestic corporation immediately before the distribu
tion as determined under section 358 (Temp. Treas. Reg. Sec.
1.897-5T(c)(4)(iii)).
E xam ple 20.5. A , a nonresident alien, organized FC , a country W corpora

tion, in Septem ber 1992, to invest in U .S . real estate. In 1995, F C ’s only
asset is Parcel P, a U .S . real property interest with a fair market value of
$600,000 and an adjusted basis to F C o f $200,000. Parcel P is subject to a
mortgage with an outstanding balance o f $100,000. T h e fair market value of
the FC stock is $500,000, and A’s adjusted basis in the stock is $100,000. F C
does not have liabilities in excess o f the adjusted basis in Parcel P. T he
U nited States does not have a treaty with country W that entitles F C to
nondiscriminatory treatm ent as described in section 1.897-3(b)(2) o f the
regulations.
Pursuant to a plan o f reorganization under section 3 6 8 (a )(1 )(D ), F C
transfers parcel P to D C , a newly formed dom estic corporation, in exchange
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for D C stock. F C distributes the D C stock to A in exchange for A’s FC stock.
F C ’s exchange o f parcel P for the D C stock is a disposition o f a U .S . real
property interest. T here is an exchange o f a U .S . real property interest (par
cel P) for another U .S . real property interest (D C stock) so that no gain is
recognized on the exchange under section 897(e). D C takes F C ’s basis of
$200,000 in parcel P under section 362(b). U nder section 3 5 8 (a )(1 ), FC
takes a $100,000 basis in the D C stock because F C ’s substituted basis of
$200,000 in the D C stock is reduced by the $100,000 o f liabilities to which
parcel P is subject.
U nder section 8 9 7 (d )(1) and Treas. Reg. Sec. 1 .8 9 7 -5 T (c)(4 )(i), F C gen
erally must recognize gain on the distribution o f the D C stock received in
exchange for F C ’s assets equal to the difference between the fair market
value o f the D C stock ($500,000) and F C ’s adjusted basis in the D C stock
prior to the distribution ($100,000). T his results in a potential gain of
$400,000. U nder section 3 5 8 (a )(1 ), A takes a basis in the I X stock equal to
its basis in the F C stock o f $100,000. Provided that F C complies with the fil
ing requirements, no gain is recognized by the F C on the distribution o f the
E X stock under the statutory exception to the general rule o f section
8 9 7 (d )(1 ) because A ’s basis in the E X stock ($100,000) does not exceed
F C ’s adjusted basis in the E X stock ($100,000) immediately prior to the dis
tribution, and A , at the time o f receipt o f the E X stock, would be subject to
U .S . taxation on a subsequent disposition o f the stock.
T h e F C stock in the hands o f A is not a U .S . real property interest
because F C is a foreign corporation that has not elected to be treated as a
dom estic corporation under section 897(i). Accordingly, the exchange o f the
F C stock by A for D C stock is not a disposition o f a U .S . real property interest
under section 897(a) (Based on Temp. Treas. Reg. Sec. 1 .897-5T (c)(4)(iv),
exam ple ( 1 )).

Interests Subject to Later Taxation
Nonrecognition of gain or loss may apply with respect to certain distribu
tions or exchanges of USRPIs if any gain from subsequent dispositions of
the interests that are distributed or received by the transferor in the
exchange would be included in the gross income of the distributee or
transferor and be subject to U.S. taxation. Gain is considered subject to
U.S. taxation if the gain is included on the income tax return of a U.S.
taxpaying entity even if there is no U.S. tax liability (for example,
because of a net operating loss). Gain is not considered subject to U.S.
taxation if the gain is derived from a tax-exempt entity. A real estate
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investment trust is considered to be a pass-through entity for purposes of
the rule of taxability, so a tax-exempt entity that holds an interest in a
real estate investment trust is not subject to tax (Temp. Treas. Reg. Sec.
1.897-5T(d)(1)).

Treaty Benefits
A USRPI will not be considered subject to U.S. taxation upon a subse
quent disposition if at the time of its distribution or exchange the
recipient is entitled (and the treaty benefits have not been waived), pur
suant to the provisions of a U.S. income tax treaty, to an exemption from
U.S. taxation upon a disposition of the interest (Temp. Treas. Reg. Sec.
1.897-5T(d)(1)(ii)(A )). If, at the time of the distribution or exchange, a
distributee of a USRPI in a distribution or a transferor who receives
a USRPI in an exchange would be entitled to a reduced tax rate under a
U.S. income tax treaty, then a portion of the interest received is treated
as an interest subject to U.S. taxation upon its disposition, and that por
tion is entitled to nonrecognition treatment. The portion of the interest
that is treated as subject to U.S. taxation is determined using the follow
ing formula:

Fair market value
o f the property interest

A m ount of tax that would be
applicable under the
U .S . income tax treaty
X

A m ount of tax that would be
due in absence o f a treaty

Procedural Requirements
If a USRPI is distributed or transferred after December 31, 1987, in a
transaction that otherwise qualifies for nonrecognition under the Code,
the transferor or distributor may be required to file an income tax return
for the taxable year of the distribution or transfer1(Temp. Treas. Reg.

1See Notice 89-57, 1989-1 C.B. 698.
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Sec. 1.897-5(d)(1)(iii)). The person filing the return (and any transferor
or distributor exempted from the return filing requirements by Notice
89-57) must file a document with the following information:
1.
2.

3.
4.

5.
6.

7.

8.

A statement that the distribution or transfer is one to which section
897 applies
A description of the USRPI distributed or transferred, including the
location, its adjusted basis in the hands of the distributor or trans
feror immediately before the distribution or transfer, and the date of
the distribution or transfer
A description of the USRPI received in an exchange
A declaration signed by an officer of the corporation that the dis
tributing foreign corporation has substantiated the adjusted basis of
the shareholder in its stock if the distributing corporation has non
recognition or recognition limitations because of the source of the
income or because of earnings and profits limitations
The amount of any gain recognized and tax withheld by any person
with respect to the distribution or transfer
Identification by name and address of the distributee or transferee,
including the distributee’s or transferee’s taxpayer identification
number (if any)
The treaty article or Code section under which the distributee or
transferor would be exempt from U.S. taxation on the sale of the
distributed USRPI or the USRPI received in the transfer
A declaration, signed by the distributee or transferor or its autho
rized legal representative, that the distributee or transferor shall
treat any subsequent sale, exchange, or other disposition of the U.S.
real property interest as a disposition that is subject to U.S. taxation,
notwithstanding the provisions of any U.S. income tax treaty or any
intervening change in circumstance

A person who has provided notice under section 1445 in connection
with a transaction may satisfy these requirements by attaching to his
or her tax return that notice together with any required information or
declaration not contained in that notice (Temp. Treas. Reg. Sec. 1.8975T (d)(l)(iii)).
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Nonrecognition Exchanges
Section 897(e) coordinates the nonrecognition provisions under the
Internal Revenue Code with nonrecognition provisions applying to
transactions by foreign persons involving USRPIs. The nonrecognition
provisions apply to a section 897 transaction in the case of a USRPI
exchanged for another USRPI that, immediately after the exchange,
would be subject to U.S. taxation on its disposition. The only exceptions
to this rule are distributions of a foreign corporation or transactions
described subsequently. The transferor must also comply with the proce
dural requirements described above (see Temp. Treas. Reg. Sec.
1.897-6T(a)). No loss will be recognized under section 897(e) unless this
loss is otherwise permitted to be recognized. In the case of an exchange
of a USRPI for stock in a domestic corporation that is otherwise treated
as a USRPI, this stock will not be considered a USRPI unless the domes
tic corporation is a U.S. real property holding corporation immediately
after the exchange.
The nonrecognition provisions include sections 332, 351, 354, 355,
361, 721, 731, 1031, 1033, 1034, and 1036. For purposes of section
897(e), sections 121 and 453 are not nonrecognition provisions. If a
nonrecognition provision does not apply to a transaction, the USRPI
transferred is considered exchanged in a taxable transaction that is sub
ject to U.S. taxation because of section 897. Transactions that qualify in
part for nonrecognition and which trigger partial recognition of gain
(e.g., because of boot) are treated under section 897 as “mixed transac
tions” that are partially taxable. Note that section 897 will not provide
nonrecognition where it is not otherwise available or applicable under
the Code.
As an example, if a USRPI is exchanged for a partnership interest,
nonrecognition under section 721 will apply only to the extent that the
disposition of the partnership interest will be subject to U.S. taxation
under section 897(g) (Temp. Treas. Reg. Sec. 1.897-6T(a)(1) to (3)).
If, in any of the exchanges to which the nonrecognition provisions
apply, nonqualifying property (such as cash or property other than
USRPIs) is received in addition to USRPIs, then the transferor must rec
ognize gain equal to the lesser of the sum of the cash received plus the
fair market value of the nonqualifying property received or the gain real
ized with respect to the USRPI transferred (Temp. Treas. Reg. Sec.
1.897-6T(a)(8)(i)). The amount of nonqualifying property considered
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received in exchange for a USRPI is determined by multiplying the fair
market value of the nonqualifying property by the following fraction:
Fair market value o f the U SR P I
transferred in the exchange
Fair market value o f all property
transferred in the exchange

The amount of gain subject to U.S. taxation is measured by the lesser of
the nonqualifying property received or the gain or loss realized with
respect to the USRPI exchanged.
E xam ple 2 0 .6 . A is a citizen and resident o f country F, which does not have
an income tax treaty with the U .S . A owns parcel P, a U .S . real property
interest, with a fair market value o f $500,000 and an adjusted basis of
$300,000. A transfers parcel P to D C , a newly formed U .S . real property
holding corporation wholly owned by A , in exchange for D C stock. A has
exchanged a U .S . real property interest (parcel P) for another U .S . real prop
erty interest (D C stock) which is subject to U .S . taxation upon its
disposition. T he nonrecognition provisions o f section 35 1 (a) apply to A ’s
transfer o f parcel P. T he basis o f the D C stock received by A is determined in
accordance with the rules generally applicable to the transfer. A takes a
$300,000 adjusted basis in the D C stock under the rules o f section 3 5 8 (a)(1 )
(Temp. Treas. Reg. Sec. 1.897-6T (a)(7), exam ple (1)).

Section 355

If the stock of a domestic corporation is treated as a USRPI and this cor
poration distributes stock in a foreign corporation or stock in a domestic
corporation that is not a U.S. real property holding corporation to a for
eign person under section 355(a), then the foreign person will be
considered as having exchanged a proportionate part of the stock in the
domestic corporation that is treated as a USRPI, for stock that is not
treated as a USRPI (Temp. Treas. Reg. Sec. 1.897-6T(a)(4)).
E xam ple 2 0 .7 . C is a citizen and resident o f country F, which does not have

an income tax treaty with the U .S . C owns all o f the stock o f D C , a U .S . real
property holding corporation. T he fair market value o f the D C stock is
$500x, and C has a basis o f $100x in the D C stock. In a transaction qualify
ing as a distribution o f stock o f a controlled corporation under section
3 5 5(a), D C distributes to C all o f the stock o f FC , a foreign corporation that
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has not made a section 897(i) election. C does not surrender any o f the D C
stock. T h e F C stock has a fair market value o f $200x. A fter the distribution,
the D C stock has a fair m arket value o f $300x.
C is considered to have exchanged D C stock with a fair market value
o f $200x and an adjusted basis o f $40x for FC stock with a fair m arket value
o f $200x. Because the F C stock is not a U .S . real property interest, C must
recognize gain o f $160x under section 897(a) on the distribution. C takes
a basis o f $200x in the FC stock. C ’s basis in the D C stock is reduced to
$60x pursuant to section 358(c) (Temp. Treas. Reg. Sec. 1 .897-6T (a)(7),
exam ple (5)).

Section 1034 Rollover of Gain

A nonresident alien individual who sells his or her principal residence
that is a USRPI will not be entitled to nonrecognition of gain under sec
tion 1034 when the new principal residence acquired is not a USRPI. If a
new principal residence is purchased and used during a two-year period
before the sale of the old residence and before the tax return is due for
the year that the principal residence is sold, gain will not be recognized
on the sale of the former principal residence. If the individual has not
purchased another USRPI as a principal residence at the time of the fil
ing of the return for the year of sale of the former residence, a timely filed
income tax return must be filed reporting the gain on the sale. If the tax
payer subsequently makes a timely purchase of a USRPI that is used as a
principal residence, the taxpayer can file an amended return claiming the
benefits of section 1034 (Temp. Treas. Reg. Sec. 1.897-6T(a)(5)). The
basis of property received in a transaction subject to the nonrecognition
provisions may be adjusted for any gain recognized on the exchange by
reason of section 897.
E xam ple 2 0 .8 . A is a citizen and resident of country F who is stationed in
W ashington, D .C ., as a full-time employee o f an international organization.
A sells his principal residence in W ashington, and in the same taxable year
he purchases another principal residence in W ashington. T h e cost o f the
new residence exceeds the adjusted sales price of the old residence. A is a
nonresident alien for U .S . tax purposes, and is subject to taxation under sec
tion 897(a). A is considered to have exchanged a U .S . real property interest
(the old principal residence) for another U .S . real property interest (the new
principal residence), which is subject to U .S . taxation upon its disposition.
T he nonrecognition and basis provisions o f section 1034(a) apply to A
(Temp. Treas. Reg. Sec. 1.897-6T (a)(7), exam ple (2)).
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Foreign-to-Foreign Exchanges

A foreign person will not recognize certain gains on the transfer of a
USRPI to a foreign corporation in exchange for stock in the foreign cor
poration, but only if the transferee’s subsequent disposition of the
transferred U.S. real property interest would be subject to U.S. taxation,
if the filing requirements are satisfied, if one of the following five condi
tions exists, and if any one of three forms of the exchange takes place
(Temp. Treas. Reg. Sec. 1.897-6T(b)(1)).
1.

2.

3.

4.

5.

Each of the interests exchanged or received in a transferor corpo
ration or transferee corporation would not be a USRPI if the
corporation were a domestic corporation.
The transferee corporation (and the transferee’s parent in a paren
thetical “B” or “C ” reorganization) is incorporated in a foreign
country that maintains an income tax treaty with the United States
that contains an information exchange provision; the transfer
occurs after May 5, 1988; and the transferee corporation (and the
parent in a parenthetical reorganization) submits a binding waiver of
all benefits of the respective income tax treaty (including a section
897(i) election), which must be attached to each of the transferor
and transferee corporation’s income tax returns for the year of the
transfer.
The transferee foreign corporation (and the transferee’s parent in
the case of a parenthetical “B” or “C ” reorganization) is a qualified
resident as defined in section 884(e) and in any regulations there
under of the foreign country in which it is incorporated.
The transferee foreign corporation (or its parent in the case of a par
enthetical “B” or “C ” reorganization) is incorporated in the same
foreign country as the transferor foreign corporation, and there is an
income tax treaty in force between that foreign country and the
United States at the time of the transfer that contains an exchangeof-information provision.
The transferee foreign corporation is incorporated in the same for
eign country as the transferor foreign corporation and the transfer is
an “F” reorganization (Temp. Treas. Reg. Sec. 1.897- 6T(b)(2)).

The exchange must follow one of the following three forms: One,
the exchange is made by a foreign corporation in a “D” or “F” reorganiza
tion, and there is an exchange of the transferor corporation stock for the
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transferee corporation stock under section 354(a). Two, when the
exchange is made by the foreign corporation in a “C ” reorganization,
there is an exchange of the transferor corporation’s stock for the trans
feree corporation’s stock (or stock of the transferee corporation’s parent
in the case of a parenthetical “C ” reorganization) section 354(a), and the
transferor corporation’s shareholders own more than 50 percent of the
voting stock of the transferee corporation or stock of its parent immedi
ately after the reorganization.
Three, the USRPI exchanged its stock in a U.S. real property hold
ing corporation, the exchange qualifies under section 351(a) or section
354(a) in a “B” reorganization, and immediately after the exchange all of
the outstanding stock of the transferee corporation or its parent in a “B”
reorganization is owned in the same proportions by the same nonresident
alien individuals and foreign corporations that owned the stock of the
U.S. real property holding corporation immediately before the exchange.
The nonresident alien individual or foreign corporation receiving the
stock in the reorganization must hold it for three years. If the stock is dis
posed of within three years from the date of receipt, that individual or
corporation must recognize that portion of the gain realized with respect
to the stock in the U.S. real property holding corporation for which the
foreign stock disposed of was received (Temp. Treas. Reg. Sec. 1.8976T (b)(1)).
There is no exception to recognition of gain for the transfer of a
USRPI by a foreign person to a foreign corporation in exchange for stock
in a foreign corporation when (1) the exchange is made pursuant to sec
tion 351 and the USRPI transferred is not stock in a U.S. real property
holding corporation or (2) such exchange is a reorganization transaction
that does not qualify for nonrecognition of gain because it does not sat
isfy the rules explained above (Temp. Treas. Reg. Sec. 1.897-6T(b)(3)).
E xam ple 2 0 .9 . FC is a country F corporation that has not made a section

897(i) election. FC owns parcel P, a U .S . real property interest, with a fair
market value o f $450x and an adjusted basis o f $100x. F C transfers parcel P
to FS, its wholly owned country F subsidiary, in exchange for FS stock under
section 351(a). FS has not made a section 897(i) election. FC must recog
nize gain o f $350x under section 897(a) because the F S stock received in the
exchange is not a U .S . real property interest. N o exception to the recogni
tion rule is provided for a transfer under section 3 51(a) of a U .S . real
property interest (that is not stock in a U .S . real property holding corpora
tion) by a foreign corporation to another foreign corporation in exchange for
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1.897'6T(b)(4),

Contributions of Property

When a foreign person contributes a USRPI to a foreign corporation as
paid-in surplus or as a contribution to capital, including a deemed contri
bution in a section 304 redemption, the transaction will be treated as an
exchange of the USRPI for stock in the foreign corporation (Temp.
Treas. Reg. Sec. 1.897-6T(b)(5)).

Tax-Avoidance Transfers
Transfers to Domestic Corporations

If a foreign person transfers property that is not a USRPI to a domestic
corporation in a nonrecognition exchange in which ( 1) the adjusted
basis of such property exceeds its fair market value on the date of the
transfer to the domestic corporation, (2) the property transferred will not
be used immediately, or held by the domestic corporation for use, in the
conduct of a trade or business, and (3) within two years of the transfer to
the domestic corporation the property transferred is sold at a loss, then it
will be presumed, absent clear and convincing evidence to the contrary,
that the purpose for transferring the loss property was the avoidance of
taxation on the disposition of a USRPI held by the domestic corpora
tion. Any loss recognized by the domestic corporation on the sale or
exchange of such property cannot be used by the domestic corporation
either by direct offset or as part of a net operating loss or capital loss
carryback or carryover to offset any gain recognized from the sale or
exchange of a U.S. real property interest by the domestic corporation
(Temp. Treas. Reg. Sec. 1.897-6T(c)(2)).
Rearrangement of Ownership to Gain Treaty Benefit

A foreign person who directly or indirectly owns a USRPI may not
directly or indirectly rearrange the incidents of ownership of the USRPI
through the use of nonrecognition provisions in order to gain the benefit
of a treaty exemption from taxation. Nonrecognition will not apply to
the foreign transferor in this situation, and the transferor will recognize
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gain but not loss on the transfer under section 897(a) (Temp. Treas. Reg.
Sec. 1.897-6T(c)(4)).
Treatment of Certain Partnership Interests as Entirely USRPIs

An interest in a partnership in which, directly or indirectly, 50 percent
or more of the value of the gross assets consist of USRPIs and 90 percent
or more of the value of the gross assets consists of USRPIs plus any cash
or cash equivalents will, for purposes of section 1445, be treated as
entirely a USRPI (Temp. Treas. Reg. Sec. 1.897-7T(a)). For purposes of
section 897(g), however, these interests will be treated as USRPIs only
to the extent that the gain on the disposition is attributable to USRPIs
and not cash, cash equivalents, or other property. Consequently, a dispo
sition of any portion of such partnership interest will be subject to partial
taxation under section 897(a) and full withholding under section
1445(a). Cash equivalent means any asset readily convertible into cash,
including bank accounts, certificates of deposit, money market accounts,
commercial paper, U.S. and foreign treasury obligations and bonds, cor
porate obligations and bonds, and publicly traded instruments (Temp.
Treas. Reg. Sec. 1.897-7T(a)).

Election by a Foreign Corporation to Be Treated
as a Domestic Corporation
The United States is a party to many treaties providing that a permanent
establishment of a foreign corporation in the United States may not be
treated less favorably than a domestic corporation carrying on the same
activities. While FIRPTA generally overrides prior-enacted treaty obliga
tions of the U.S., in certain cases a qualified treaty resident may elect to
be treated as a U.S. corporation (section 897(i)(1)). The electing foreign
corporation is treated as a domestic corporation for purposes of sections
897 and 1445 and is subject to all rules under such sections that apply to
domestic corporations. Once the election is made, it may be revoked
only with the consent of the secretary (section 897(i)(2)). Such an elec
tion is the exclusive remedy for any person invoking its rights under a
treaty by claiming discrimination under sections 897 and 1445 (section
897(0(4)).
A foreign corporation may make a section 897(i) election only if it
meets all four of the following conditions: (1) It must hold a USRPI, (2)
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it must be entitled to nondiscriminatory treatment with respect to its
USRPIs under any treaty to which the United States is a party, (3) it
must submit the election in proper form (Treas. Reg. Sec. 1.897-3(b)),
and (4) the foreign corporation upon making the election must qualify as
a U.S. real property holding corporation (Temp. Treas. Reg. Sec. 1.8978T). The election is made by filing material related to five areas, which
may be incorporated into a single document, with the Director, Foreign
Operations District, 1325 K Street, NW, Washington, D.C. 20225
(Treas. Reg. Sec. 1.897-3(c)). The five areas, together with the material
to be filed pertaining to each area, are as follows:
1.

2.

3.

4.

5.

General statement. A general statement must be supplied indicating
that an election under section 897(i) is being made, signed by a respon
sible corporate officer, and setting forth pertinent identification of
the corporation, the treaty and article under which the corporation
is seeking nondiscriminatory treatment, a description of the direct
and indirect USRPIs held by the corporation, and a list of all dispo
sitions of any interests in the foreign corporation between December
3 1 , 1979, and June 1 9, 1980 (Treas. Reg. Sec. 1.897-3(c)(1)).
A waiver of treaty benefits. The foreign corporation must submit a
binding waiver of any U.S. treaty with respect to any gain or loss
from the disposition of a USRPI during the period in which the
election is in effect (Treas. Reg. Sec. 1.897-3(c)(2)).
Consent to be taxed. The foreign corporation must submit a binding
agreement to treat as though it were a domestic corporation (1) any
gain or loss that is recognized upon the disposition of any USRPI
during the period in which the election is in effect and (2) the dis
position of any property that it acquired in exchange for a USRPI in
a nonrecognition transaction during the period in which the elec
tion is in effect (Treas. Reg. Sec. 1.897-3(c)(3)).
Interest holders’ consent to election. The foreign corporation must sub
mit both a signed consent to the making of the election and a
waiver of U.S. treaty benefits with respect to any gain or loss from
the disposition of an interest in the corporation from each person
who holds an interest in the corporation on the date the election is
made (Treas. Reg. Sec. 1.897- 3(c)(4)).
Statement regarding prior dispositions. A foreign corporation must state
that no interest in the corporation was disposed of during the short
est of three periods: (a) the period from June 19, 1980, through the
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date of the election, (b) the period from the date on which the cor
poration first holds a USRPI through the date of the election, or (c)
the five-year period ending on the date of the election (Treas. Reg.
Sec. 1.897-3(c)(5)). Effective for elections after July 31, 1989, the
last of these periods will not apply.2 Special rules may also apply to
elections by taxpayers eligible for benefits under the income tax
treaty between the United States and Canada.
A foreign corporation that satisfies the general conditions necessary
to make the section 897(i) election may make the election at any time
before the first disposition of an interest in the corporation that would be
subject to section 897. The election applies for the duration of time the
corporation is in existence, unless revoked (Treas. Reg. Sec. 1.8973(d)(1)).
An election under section 897(i) may be made after any disposition
of an interest in the corporation that would have been subject to section
897 if the election had been made before that disposition if (1) any taxes
are paid that would have been imposed under section 897 on all persons
who had disposed of interests in the corporation had the corporation
made the election prior to the dispositions, and (2) each person that
acquired an interest in the electing corporation has a carryover basis
increased by any gain recognized and tax paid by the person acquiring
the interest (Treas. Reg. Sec. 1.897-3(d)(2)).
Example 20.10. N onresident alien individual X owns 100 percent o f the
stock o f foreign corporation L that was organized in 1989. L’s only asset is a
parcel o f U .S . real property which it has held since 1990. T h e fair market
value o f the U .S . real property held by L on January 1, 1995, is $1,000,000.
L’s basis in the property is $200,000. X ’s basis in the L stock is $500,000. O n
June 1, 1995, M corporation, a foreign corporation owned by foreign persons
who are unrelated to X, purchases the stock o f L from X for $1,000,000 with
title passing outside o f the U nited States. Since the stock o f L is not a U .S .
real property interest, X ’s gain from the disposition o f the L stock ($500,000)
is not treated as effectively connected with a U .S . trade or business under
section 897(a). In addition, since X was neither engaged in a U .S . trade or
business nor present in the U .S . at any time during 1995, such gain is not
subject to U .S . tax under section 871. O n January 1, 1996, M liquidates L
under a plan o f liquidation adopted on that same date. U nder section 332 of

2Notice 89-88, 1989-2 C.B. 403.
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the C ode, M recognizes no gain on receipt o f the parcel o f U .S . real property
distributed by L in liquidation. U nder section 3 3 4 (b )(1 ), M takes $200,000
as its basis in the U .S . real property received from L. U nder section
8 9 7 (d )(1 )(B ), no gain would be recognized to L under section 8 9 7 (d )(1 )(A )
on the liquidating distribution. A s a consequence, no gain is recognized to L
under section 336 of the Code. A fter its receipt of the U .S . real property
from L, M seeks to make an election to be treated as a dom estic corporation.
Thus, M acquired the L stock in a transaction in which it obtained a basis in
such stock in excess o f the adjusted basis o f X in the stock; U .S . tax was not
paid on the full am ount of the gain realized by X; and M has received the
property in a distribution to which section 8 9 7 (d )(1 )(B ) applied, to provide
for nonrecognition of gain to L. Therefore, M may make the election only if
it pays an amount equal to the tax on the full amount o f X ’s gain (Treas. Reg.
Sec. 1.897-3 (e )(4 )), exam ple (1)).

Interests Traded on Domestic Established
Securities Markets
For purposes of sections 897, 1445, and 6039C, a class of interests that is
traded on an established securities market located in the United States is
considered to be regularly traded for any calendar quarter during which it
is regularly quoted by brokers or dealers making a market in such inter
ests. A broker or dealer makes a market in a class of interests only if the
broker or dealer holds himself or herself out to buy or sell interests in
such class at the quoted price (Temp. Treas. Reg. Sec. 1.897-9T(d)(2)).

Reporting Requirem ent for Interests Traded on
Foreign Securities Markets
A class of interests in a domestic corporation that is traded on one or
more established securities markets located outside the United States
shall not be considered to be regularly traded on such market or markets
unless such class is traded in registered form and the corporation registers
such class of interest pursuant to section 12 of the Securities Exchange
Act of 1934. In addition, the corporation must attach to its federal
income tax return a statement providing the following:
1.

A caption that states: “The following information concerning cer
tain shareholders of this corporation is provided in accordance with
the requirements of Section 1.897-9T”
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2.

3.

4.
5.
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The name under which the corporation is incorporated, the state
in which such corporation is incorporated, the principal place of
business of the corporation, and its employer identification number,
if any
The identity of each person who, at any time during the corpora
tion’s taxable year, was the beneficial owner of more than 5 percent
of any class of interests of the corporation
The title, and the total number of shares issued, of any class of inter
ests so owned
With respect to each beneficial owner of more than 5 percent of any
class of interests of the corporation, the number of shares owned, the
percentage of the class represented thereby, and the nature of the
beneficial ownership of each class of stock so owned

Interests in a domestic corporation that has filed a report because of
interests traded on a foreign securities market will be considered to be
regularly traded on an established securities market only for any taxable year
with which a report is filed (Temp. Treas. Reg. Sec. 1.897-9T(d)(3)(ii)).
Coordination With Section 1445

For purposes of section 1445, a class of interests in a corporation will be
presumed to be regularly traded during a calendar quarter if such interests
were regularly traded on an established securities market during the pre
vious calendar quarter (Temp. Treas. Reg. Sec. 1.897-9T(d)(4)).

Foreign Governm ents and
International Organizations
A foreign government is treated as a foreign person with respect to U.S.
real property interests and is subject to sections 897, 1445, and 6039C on
the disposition of a USRPI except to the extent specifically otherwise
provided in the regulations under section 892. An international organi
zation as defined in section 7701(a)(18) is not a foreign person and is not
subject to sections 897, 1445, and 6039C on the disposition of a USRPI.
Buildings or parts of buildings and the land ancillary thereto (including
the residence of the head of the diplomatic mission) used by the foreign
government for the diplomatic mission is not a USRPI in the hands of
the respective foreign government (Temp. Treas. Reg. Sec. 1.897-9T(e)).
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Branch Profits Tax
Prior to the Tax Reform Act of 1986, foreign corporations operating
in the United States through branches had decided tax advantages over
foreign-owned U.S. subsidiaries. A U.S. subsidiary had tax levied on cur
rent earnings and a withholding tax imposed on dividends or interest
paid to foreign shareholders or security owners. A U.S. branch of a
foreign corporation was similarly liable for income taxes on the U.S.
operations; however, in many cases it could remit intercompany payments
of profits or interest without tax consequence and, unless the U.S. opera
tions of the foreign corporation produced U.S. effectively connected
income of more than 50 percent of its gross income for a prior three-year
period, withholding was not required on dividends or interest payments.
Thus, only a single corporate-level tax was paid by foreign-owned cor
porations. Even if the 50-percent test was met, it was difficult for the
Internal Revenue Service to monitor dividend payments by a foreign
corporation to nonresident shareholders.
Changes made by the Tax Reform Act of 1986 and further modifica
tions made by the Technical and Miscellaneous Revenue Act of 1988
(TAMRA) reflect in two ways a reduction of the disparity between the
taxation of U.S. corporations owned by foreign persons and U.S.
branches of foreign corporations. First, a branch profits tax of 30 percent
of the dividend equivalent amount is imposed on foreign corporations
729
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conducting business in the United States (unless the tax is reduced or
exempt by treaty), and second, interest paid or deemed paid by a branch
is subject to withholding tax of 30 percent unless there is a specific
Internal Revenue Code exemption or treaty reduction. The branch prof
its tax does not apply to an international organization defined in section
7701(a)(18) (section 884(e)(5)). Section 7701(a)(18) defines international
organization as a public international organization entitled to enjoy privi
leges, exemptions, and immunities as an international organization under
the International Organizations Immunities Act (22 U.S.C. secs. 288-288f).

Tax on Dividend Equivalent Amount
In addition to the regular or alternative minimum tax otherwise imposed,
a foreign corporation is liable for a branch profits tax of 30 percent on
the dividend equivalent amount. The tax is payable as any other cor
porate tax, although estimated tax payments need not be made for the
branch profits tax (Treas. Reg. Sec. 1.884-1(a)).
Dividend Equivalent Amount

The term dividend equivalent amount means the foreign corporation’s
effectively connected earnings and profits for the taxable year subject
to adjustments for increases and decreases in net equity described at
Treas. Reg. Sec. 1.884-1(b)(2) and (3). The dividend equivalent amount
cannot be less than zero (Treas. Reg. Sec. 1.884-1(b)(1)).
E xam ple 2 1 .1 . Foreign corporation A had $1,000 U .S . net equity as o f the
close o f 1993 and $100 o f effectively connected earnings and profits for
1993. A acquires $100 o f additional assets during 1994, and its U .S . net
equity as o f the close o f 1994 is $1,100. In computing A s dividend equiva
lent am ount for 1994, A s effectively connected earnings and profits of $100
are reduced by the $100 increase in net equity between 1993 and 1994, and
A has no dividend equivalent amount for 1993. If A has no effectively con
nected earnings and profits for 1995 and decreases net equity by $40 during
1994, A has a dividend equivalent am ount o f $40 for 1995 even though it
has no effectively connected earnings and profits for 1995. A s effectively
connected earnings and profits o f $0 for 1995 are increased by the $40 reduc
tion in U .S . net equity (Treas. Reg. Sec. 1.884-1(b)(4), examples (1) and (3)).

In general, if the U.S. net equity of the foreign corporation as of the
close of the preceding taxable year exceeds the U.S. net equity of the
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foreign corporation as of the close of the current taxable year, the effec
tively connected earnings and profits for the current taxable year must be
increased by the amount of the excess (section 884(b)(2)(A)). The
increase in U.S. net equity cannot exceed the accumulated effectively
connected earnings and profits as of the close of the preceding taxable
year. Accumulated effectively connected earnings and profits is the
excess of the aggregate effectively connected earnings and profits for
preceding taxable years beginning after December 31, 1986, over the
aggregate dividend equivalent amounts for these preceding years (sec
tion 884(b)(2)(B)). This provision (added by TAMRA) removes from
dividend-equivalent consideration the earnings and profits increases
resulting from a fresh-start adjustment when discounting unpaid losses
and a required adjustment to the unearned premium reserves outstanding
at the end of the most recent tax year beginning before 1987.
Effectively Connected Earnings and Profits

The term effectively connected earnings and profits means the earnings and
profits or deficit determined under section 312 that are attributable to
income that is effectively connected with the conduct of a trade or busi
ness in the United States. These earnings and profits are further subject
to modifications related to the incorporation or complete termination of
a U.S. trade or business or the reorganization or liquidation of a foreign
corporation or its domestic subsidiary under Temp. Treas. Reg. Sec.
1.884-2T. Effectively connected earnings and profits are not reduced by
distributions made by the foreign corporation during any taxable year or
by the amount of the branch profits tax or tax on excess interest (Treas.
Reg. Sec. 1.884-1(f)(1)).
Effectively connected earnings and profits do not include the follow
ing income;
•
•

•

Certain income derived from the operation of ships and aircraft
excluded from gross income under section 883(a)(1) or (2)
Income treated as effectively connected with the conduct of a trade
or business in the United States of an ESC and certain dividends
paid by an ESC to a foreign corporation or nonresident alien under
sections 921(d) and 926(b)
Gain on the disposition of a U.S. real property interest relating to cer
tain interests in a domestic corporation under section 897(c)(l)(A)(ii)
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Income treated as effectively connected with the conduct of a trade
or business in the United States under section 953(c)(3)(C)
Income treated as effectively connected with the conduct of a trade
or business within the United States under section 882(e) (section
884(d)(2)(E))
Income that is tax exempt under section 892 relating to certain
income from foreign governments (Treas. Reg. Sec. 1.884-1(f)(2)(vi))

Deductions and other adjustments must be allocated and apportioned
under Treas. Reg. Sec. 1.861-8 between income that is effectively con
nected with the conduct of a trade or business in the United States and
that gives rise to effectively connected earnings and profits and the income
listed in the five categories just listed that does not give rise to effectively
connected earnings and profits (Treas. Reg. Sec. 1.884-1(f)(3)).

U.S. Net Equity
The term U.S. net equity means the aggregate amount of the U.S. assets
of a foreign corporation as of the determination date, reduced by (includ
ing below zero) the U.S. liabilities of the foreign corporation on that
date. The term determination date means the close of the day on which
the amount of U.S. net equity is required to be determined, usually the
close of the foreign corporation’s taxable year. U.S. assets means the U.S.
asset’s adjusted basis for computing earnings and profits multiplied by the
proportion of the asset that is treated as a U.S. asset under Treas. Reg. Sec.
1.884-1(d )(l)-(4) (Treas. Reg. Sec. 1.884-1(c)). A U.S. asset includes
an asset held at year-end if all income produced by the asset, or gain from
its sale, is or would be effectively connected income. In addition, special
rules apply to eleven classes as follows:
Depreciable and Amortizable Property. Depreciable personal property

(other than a U.S. real property interest) and amortizable intangible
property will be treated as a U.S. asset of a foreign corporation in the
same proportion that the foreign corporation treats the amount of depre
ciation or amortization as a deduction or as part of cost of goods sold in
the computation of income effectively connected with a U.S. trade or
business (Treas. Reg. Sec. 1.884-1(d)(2)(i)). If the property produces
both U.S.- and foreign-source income, the depreciation or amortization
expense and the adjusted basis of the property is allocated (Treas. Reg.
Sec. 1.884-1(d)(2)(xi), example (1)).
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Inventory. Inventory is treated as a U.S. asset in the same proportion

as the amount of gross receipts from that property is (or is anticipated
to be) effectively connected with a U.S. trade or business (Treas. Reg.
Sec. 1.884-1(d)(2)(ii)).
Installment Obligations. An obligation received in connection with an

installment sale of a U.S. asset is treated as a U.S. asset in the same pro
portion as the amount of income from the asset that would be effectively
connected with a U.S. trade or business had the sale been treated as an
accrual sale (Treas. Reg. Sec. 1.884-1(d)(2)(iii)).
Accounts and Notes Receivable. An account or note receivable with a

maturity not exceeding six months that arises from the sale or exchange
of inventory, the performance of services, or the leasing of property in
the ordinary course of trade or business is treated as a U.S. asset of the
foreign corporation in the same proportion as the amount of effectively
connected income from the receivable bears to the total gross income
from the receivable (Treas. Reg. Sec. 1.884-1(d)(2)(iv)).
Bank and Other Deposits. A deposit or credit balance with a bank, sav

ings and loan, or insurance company or a Federal Reserve Bank that is
interest-bearing will be treated as a U.S. asset if all of the income derived
by the foreign corporation with respect to the deposit is effectively con
nected income. Any other deposit or credit balance will be treated as a
U.S. asset if the amount is needed in a U.S. trade or business (Treas. Reg.
Sec. 1.884-1(d)(2)(v)).
Debt Instruments. A debt instrument is treated as a U.S. asset, notwith
standing the fact that the gain from the sale or exchange of the
obligation on the determination date would not be effectively connected
income, if all income derived by the foreign corporation from such oblig
ation during the taxable year is effectively connected income and the
yield for the period that the instrument was held during the taxable year
exceeds the AFR for instruments of similar type and maturity (Treas.
Reg. Sec. 1.884-1(d)(2)(vi)).
Securities Held by a Foreign Corporation Engaged in Banking, Financing, or
Similar Business. Securities held by these businesses will be treated as

U.S. assets in the same proportion that the gain or loss is effectively con
nected income for the year (Treas. Reg. Sec. 1.884-1(d)(2)(vii)).
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Federal income Taxes. An overpayment of Federal income taxes is
treated as a U.S. asset to the extent that the tax would reduce a foreign
corporation’s effectively connected earnings and profits for the taxable
year but for the fact that the tax does not accrue during the taxable year
(Treas. Reg. Sec. 1.884-1(d)(2)(viii)).
Losses Involving U.S. Assets. A foreign corporation that sustains a loss
with respect to a U.S. asset and a deduction under section 165 is not
allowed because there exists a reasonable prospect of recovering compen
sation for the loss is treated as having a U.S. asset from the date of the
loss in the same proportion that the asset was treated as a U.S. asset
immediately before the loss (Treas. Reg. Sec. 1.884-1(d)(2)(ix)).
Partnership Interests. A foreign corporation that is a partner in a partner
ship is treated as having a U.S. asset in an amount equal to the basis of
the partnership interest multiplied by the percentage of the partnership
gross income that is effectively connected with the conduct of trade or
business in the United States (Treas. Reg. Sec. 1.884-1(d)(3)).
E xam ple 2 1 .2 . Foreign corporation A is a partner in partnership X and is

entitled to 50 percent o f the income o f X and 50 percent o f the value of all
property o f X upon X ’s liquidation. X is engaged in an active U .S . real estate
business which, during the taxable year, produces $100 of gross income that
is EC I. In the same taxable year, X acquires securities (from funds that are
either generated by its business, borrowed, or contributed) that produce $50
of gross income that is not ECI. T h e securities are unrelated to the real
estate business and substantially exceed the reasonable needs o f the business.
T he real estate and the securities each have an adjusted basis o f $1,000.
Two-thirds (50/75) o f A s distributive share o f partnership gross income is
ECI, and two-thirds o f A s basis in its partnership interest is therefore treated
as a U .S . asset. However, because the securities acquired by X are unrelated
to X ’s real estate business and exceed the reasonable needs o f the business,
the District Director may determine that a principal purpose o f X ’s acquisi
tion o f the securities is to artificially increase the U .S . assets o f A . T he
District Director may, therefore, compute the portion of A s interest in X
that is treated as a U .S . asset by, for example, using the ratio o f A s pro rata
share o f the adjusted basis o f the property of X that produces income that is
EC I ($500) to A s pro rata share of all property of X ($1,000). A s a result, 50
percent o f A s partnership interest would be treated as a U .S . asset rather
than 75 percent (Treas. Reg. Sec. 1.882-1(d )(3 )(iii), exam ple).

A partner’s adjusted basis in the partnership interest is the foreign
corporation’s basis in the partnership interest reduced by the partner’s
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share of the liabilities of the partnership determined under section 752,
increased by the foreign corporation’s share of the liabilities of the part
nership in the proportion that it shares for income tax purposes in the
interest expenses attributable to that liability for the taxable year, and
adjusted to take into account any differences between the foreign corpo
ration’s distributive share of the partnership’s taxable income or loss and
the foreign corporation’s distributive share of partnership income or loss
for purposes of computing the earnings and profits of the foreign corpora
tion (Treas. Reg. Secs. 1.884-1(d)(3)(iv) and 1.884-1(d)(6)(iii)).
Trusts and Estates. This category of assets is not yet defined (Treas. Reg.

Sec. 1.884-1(d)(4)).
Property That Is Not a U.S. Asset. Property that is not a U.S. asset includes
property that does not produce effectively connected earnings and prof
its, and assets acquired with a principal purpose of increasing net equity
artificially (Treas. Reg. Sec. 1.884-1(d)(5)). Assets that arise from inter
branch transactions are disregarded (Treas. Reg. Sec. 1.884-1(d)(5)(iii)).

U.S. Liabilities

The term U.S. liabilities means the amount of U.S.-connected liabilities
of a foreign corporation under Treas. Reg. Sec. 1.882-5, decreased by lia
bilities the foreign corporation elects to reduce, and increased by
insurance reserves of a foreign corporation carrying on an insurance busi
ness in the United States.
For any taxable year, a foreign corporation may elect to reduce the
amount of its liabilities by an amount that does not exceed the excess,
if any, of the amount of liabilities determined under Treas. Reg. Sec.
1.882-5 over the amount of liabilities shown on the books of the U.S.
trade or business as of the determination date. The foreign corporation
makes the election on its timely filed tax return for the taxable year by
stating on that return that it has reduced the amount of its U.S. con
nected liabilities, and showing the amount of the reduction.
E xam ple 2 1 .3 . G eneral rule for com putation o f U .S . liabilities: A s o f the
close o f 1995, foreign corporation A , a calendar year taxpayer computes its
U .S.-connected liabilities under Treas. Reg. Sec. 1.882-5(b) using its actual
ratio o f liabilities to assets. For purposes of computing its U .S.-connected lia
bilities under Treas. Reg. Sec. 1.882-5(b), A must determine the average
total value o f its assets that generate, have generated, or could reasonably
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have been or be expected to generate ECI. Assum e that the average value
o f such assets is $100, while the amount o f such assets as o f the close o f 1995
is $125. For purposes o f Treas. Reg. Sec. 1.882-5(b), A must determine the
ratio of the average o f its worldwide liabilities for the year to the average
total value of worldwide assets for the taxable year. Assum e that A s average
liabilities-to-assets ratio under Treas. Reg. Sec. 1.882-5(b )(2 ) is 55 percent,
while its liabilities-to-assets ratio at the close o f 1994 is only 50 percent.
A s U .S.-connected liabilities for purposes o f Treas. Reg. Sec. 1.882-5 are
$55 ($100 X 55% ). However, A s U .S . liabilities are $62.50 for purposes
of this section, the amount o f its assets determined under Treas. Reg.
Sec. 1.882-5(b )(1) as o f the close o f December ($125) multiplied by the
liabilities-to-assets ratio (50% ) as o f such date (Treas. Reg. Sec. 1.8841(e)(5), exam ple (1 )).
E xam ple 2 1 .4 . A s o f the close o f 1995, foreign corporation A , a real estate

company, owns U .S . assets with an E & P basis o f $1,000. A has $800 o f lia
bilities and $300 o f liabilities shown on the books and records o f its U .S .
trade or business under Treas. Reg. Sec. 1.882-5(b)(3). A has accumulated
EC EP o f $500 and in 1996, A has $60 o f E C EP that it intends to retain for
future expansion o f its U .S . trade or business. A elects to reduce its liabili
ties by $60 from $800 to $740. A s a result of the election, assum ing A s U .S .
assets and U .S . liabilities would otherwise h ave rem ained co n stan t,
A s U .S . net equity as o f the close o f 1995 will increase by the am ount of the
decrease in liabilities ($60) from $200 to $260 and its EC EP will be reduced
to zero. A s interest expense for the taxable year is reduced by the amount
of interest attributable to $60 o f liabilities and A s excess interest is reduced
by the same amount. A s taxable incom e and EC EP are increased by the
amount o f the reduction in interest expense attributable to the liabilities,
and A may m ake an election to further reduce its liabilities, thus increasing
its U .S . net equity and reducing the am ount o f additional EC EP created by
the election (Treas. Reg. Sec. 1.884-1(e )(5 ), exam ple (2 )).

Imposition of the Branch Profits Tax and Tax Treaties

A foreign corporation may be exempted from the branch profits tax or
receive a reduced rate of tax if it is eligible for relief under a tax treaty
with the United States. To qualify for treaty relief, the foreign corpora
tion must be a qualified resident of such foreign country (section 884(e)(1)).
A corporation that is a resident of a country with which the United
States has an income tax treaty that contains a provision relating to the
dividend equivalent amount will be either exempt from branch profits
tax or subject to a lower rate as provided in the treaty (Treas. Reg. Sec.
1.884-1(g)). For treaties in effect as of the date of enactment of the
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branch profits tax, the tax will not be imposed on a portion of the divi
dend equivalent amount, as long as the income tax treaty between the
United States and that country in effect on January 1, 1987, remains in
effect, unless it is modified to expressly provide for imposition of the
branch profits tax (Treas. Reg. Sec. 1.884-1(g)(3)). The following tax
treaties in effect on August 31, 1995, prohibit imposition of the branch
profits tax:
Austria
Belgium
China, Peoples’
Republic of
Cyprus
Denmark
Egypt
Finland
Greece

Hungary
Iceland
Ireland
Italy
Jamaica
Japan
Korea
Luxembourg
Malta

Morocco
Norway
Pakistan
Philippines
Sweden
Switzerland
United Kingdom

The following treaties in effect on August 31, 1995, permit imposition
of the branch profits tax:
Australia
Barbados
Canada
Czech Republic
France
Germany
India

Indonesia
Mexico
Netherlands
New Zealand
Poland
Portugal
Romania

Russian Federation
Slovak Republic
Spain
Sweden
Trinidad & Tobago
Tunisia
Ukraine

A foreign corporation is a qualified resident of a foreign country with
which the United States has an income tax treaty if one of the following
requirements is met:
•
•
•
•

The
The
The
The

stock ownership and base erosion
publicly-traded requirement
active-trade-or-business requirement
ruling requirement (Treas. Reg. Sec. 1.884-5(a))

The Stock Ownership and Base Erosion. A foreign corporation satisfies

the stock ownership requirement if 50 percent or more of the value of
its stock is beneficially owned during the last half of the corporation’s
taxable year by qualifying shareholders. Such ownership must be docu-
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merited, and the documentation must be maintained and made available
to the district director if requested (Treas. Reg. Sec. 1.884-5(b)(3)). The
base erosion is satisfied if 50 percent or more of the foreign corporation’s
income is used (directly or indirectly) to meet liabilities to persons who
are residents of such foreign country (or in the case of a foreign corpora
tion, qualified residents) or citizens or residents of the United States
(section 884(e)(4)(A)(ii)). For purposes of the base erosion test, a liabil
ity is deemed to have been met in the taxable year in which a tax benefit
arises from its satisfaction (Treas. Reg. Sec. 1.884-5(c)).
The Publicly Traded Requirement. A foreign corporation that is a resident

of a foreign country is treated as a qualified resident of that country if its
stock (1) is primarily and regularly traded on one or more established
securities markets in that country, in the United States, or both, (2) is
owned by a publicly-traded foreign corporation (90 percent of the voting
power and value — or in the case of a foreign corporation, qualified resi
dents) that is a resident of the same foreign country, or (3) is wholly
owned (or in the case of a foreign corporation, qualified residents) by a
domestic corporation and the stock of this domestic parent corporation
is regularly traded on an established securities market (see Treas. Reg.
Sec. 1.884-5(d)). A foreign corporation resident of a foreign country that
is wholly owned by a domestic corporation whose stock is primarily and
regularly traded on an established securities market in the United States
will be treated as a qualified resident of that foreign country (section
884(e)(4)(C)).
The Active-Trade-or-Business Requirement. A foreign corporation that is

a resident of a foreign country will be treated as a qualified resident of
that country if (1) it is engaged in the active conduct of a trade or busi
ness in its country of residence, (2) it has substantial presence in its
country of residence, and (3) the activities that give rise to the treaty
exemption or rate reduction are part of a U.S. trade or business that is
an integral part of an active trade or business conducted by the foreign
corporation in its country of residence. In the case of interest received by
the foreign corporation for which a treaty exemption or rate reduction is
claimed, the interest must be derived in connection with or incidental to
the trade or business in the country of residence. To be considered sub
stantial presence, the average of the following three ratios must exceed
25 percent, and each ratio must equal at least 20 percent.
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The ratio of assets used or held for use in the active conduct of the
foreign corporation’s trade or business in the foreign country to
worldwide assets
The ratio of gross income from the active conduct of the foreign
corporation’s trade or business in its country of residence to world
wide gross income
The ratio of payroll expenses in the foreign corporation’s country of
residence to the foreign corporation’s worldwide payroll expenses
(Treas. Reg. Sec. 1.884-5(e)(3))

The Ruling Requirement. The commissioner, in his or her sole discretion,

may rule that the establishment or maintenance of a foreign corporation
in its country of residence does not have as one of its principal purposes
obtaining benefits under the income tax treaty between the United
States and that country of residence, if the foreign corporation has
substantial business reasons for residing in its country of residence (Treas.
Reg. Sec. 1.884-5(0). If the commissioner so rules, the foreign corpo
ration will be treated as having met the qualified residence test for the
taxable year in which the ruling was obtained as well as the two succeeding
years. The foreign corporation must notify the commissioner whenever
there is a material change in ownership or in the trade or business, in
which case the commissioner will rule as to whether the change affects
the foreign corporation’s qualified resident status.

Branch-Level Interest Tax
Tax on Branch Interest. If a foreign corporation engages in a trade or busi

ness in the United States (or has gross income treated as effectively
connected with a U.S. trade or business) and this trade or business pays
interest called “branch interest” or is deemed to pay interest under the
original issue discount rules, then it must treat the interest payment as if
it were paid by a domestic corporation that is not an 80/20 company for
purposes of tax under sections 871 and 881, and for withholding under
sections 1441 and 1442, unless it is otherwise exempt by sections 871(h),
871(i), 881(c), or 881(d) or by any other provision of the Code. A tax is
imposed on excess interest. The term excess interest means the amount of
interest apportioned to effectively connected income of the foreign cor
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poration for the taxable year minus the foreign corporation’s branch
interest and minus certain interest paid by a partnership (Treas. Reg.
Sec. 1.884-4(a)(2)(i)). The amount of tax due with respect to excess
interest must be reported on the foreign corporation’s income tax return
for the taxable year in which the excess interest is paid. It is not subject
to withholding (Treas. Reg. Sec. 1.884-4(a)(2)(iv)). Also, the rate of tax
imposed on the excess interest of a foreign corporation that is a qualified
resident of a country with which the United States has an income tax
treaty will not exceed the rate provided for in the treaty for the interest
paid by a domestic corporation to that foreign corporation (Treas. Reg.
Sec. 1.884-4(c)(3)). Interest also includes original issue discount. If the
amount of interest allowable as a deduction in computing effectively
connected taxable income of a foreign corporation exceeds the interest
paid by a U.S. trade or business of the foreign corporation, the foreign
corporation is liable for tax under section 881(a) in the same manner
as if the excess interest was actually paid to the foreign corporation by
the wholly owned domestic subsidiary (section 884(f); Treas. Reg. Sec.
1.884-4(a)(1)an d (2 )).
Treaty benefits will not apply to the interest described above unless
the tax treaty exists between the United States and the foreign country
and the foreign corporation is a qualified resident of that foreign country
(section 884(f)(3)).
E xam ple 2 1 .5 . Foreign corporation A , a calendar year taxpayer that is not a
bank, has $120 o f interest apportioned to EC I under section 1.882-5 for
1995. A ’s branch interest for 1995 is as follows: $55 o f portfolio interest to B,
a nonresident alien; $25 o f interest to foreign corporation C , which owns
15 percent o f the combined voting power of A ’s stock, with respect to bonds
issued by A ; and $20 to D, a dom estic corporation. B and C are not engaged
in the conduct o f a trade or business in the U nited States. A , B, and C are
residents o f countries with which the U nited States does not have an
income tax treaty. T h e interest payments made to B and D are not subject to
tax under section 871(a) or 881 and are not subject to withholding under
section 1441 or 1442. T h e payment to C , which does not qualify as portfolio
interest because C owns at least 10 percent o f the combined voting power o f
A’s stock, is subject to withholding o f $7.50 ($25 X 30% ). In addition,
because A’s interest apportioned to EC I under Treas. Reg. Sec. 1.882-5
($120) exceeds its branch interest ($100), A has excess interest o f $20,
which is subject to a tax o f $6 ($20 X 30% ) under section 881. T h e tax on
A’s excess interest must be reported on A ’s income tax return for 1995 (Treas.
Reg. Sec. 1.884-4 (a )(4 ), exam ple (1)).
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The term branch interest means interest paid by a foreign corporation
other than a bank on a liability that (1) is shown on the books of a U.S.
trade or business of the foreign corporation for purposes of computing its
interest apportioned to effectively connected income under the branch
book/dollar pool method, (2) is secured predominantly by property of the
foreign corporation that is a U.S. asset unless the liability is secured by
substantially all the property of the foreign corporation, (3) is taken into
account by an insurance company on an annual statement approved by
the National Association of Insurance Commissioners that is furnished
to an insurance regulatory authority of a State or the District of
Columbia, (4) gives rise to interest for which a deduction is disallowed,
and (5) specifically identified as a liability of a U.S. trade or business on
or before the earlier of the date on which the first payment of interest is
made or the due date of the foreign corporation’s income tax return for
the year provided certain percentage, notification, and liability require
ments are satisfied (Treas. Reg. Sec. 1.884-4(b)).
In addition, interest paid with respect to liabilities to another branch
or office of the same foreign corporation is disregarded for purposes
of computing the interest paid by a U.S. trade or business (Treas. Reg.
Sec. 1.884-4(b)(4)).
In the case of a foreign corporation that maintains and operates a
bank (a Federal branch, Federal agency, State branch, or State agency),
the term branch interest means interest paid by the foreign corporation
with respect to a liability related to U.S. assets, interest paid with respect
to a liability that is treated as a liability of a U.S. branch or agency of the
foreign corporation for purposes of regulatory requirements of the Federal
Reserve System, Comptroller of the Currency, Federal Deposit Insurance
Corporation, or an equivalent bank regulatory authority of a State or the
District of Columbia (including a deposit with an international banking
facility of the foreign corporation that is treated as a liability of such U.S.
branch or agency for purposes of such regulatory requirements), and
interest paid with respect to a liability properly reflected on the books of
a foreign branch, agency, or office of the foreign corporation if personnel
of the U.S. branch or agency perform substantially all of the material
activities required to incur the liability. If less than 80 percent of the
gross income of such foreign branch, agency, or office for the taxable year
is effectively connected income, the total amount of interest paid or
accrued with respect to liabilities of the branch, agency or office that is
treated as branch interest of the foreign corporation for the taxable year
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cannot exceed the amount of gross income of the branch, agency or
office that is effectively connected income for the taxable year (Treas.
Reg. Sec. 1.884-4 (b )(2 )).
A liability can be identified as a liability of a U.S. trade or business
only if the liability is shown on the records of the U.S. trade or business,
or is identified as a liability of the U.S. trade or business on other records
of the foreign corporation or on a schedule established for the purpose of
identifying the liabilities of the U.S. trade or business. Each liability
must be identified with sufficient specificity so that the amount of branch
interest attributable to the liability, and the name and address of the
recipient, can be readily identified from such records or schedule. For lia
bilities that give rise to portfolio interest or that are payable 183 days or
less from the date of original issue, and form part of a larger debt issue,
these liabilities may be identified by reference to the issue and maturity
date, principal amount and interest payable with respect to the entire
debt issue. Records or schedules that identify liabilities that give rise to
branch interest must be maintained in the United States by the foreign
corporation or an agent of the foreign corporation for the entire period
commencing with the due date (including extensions) of the income tax
return for the taxable year to which the records or schedules relate and
ending with the expiration of the period of limitations for assessment of
tax for such taxable year (Treas. Reg. Sec. 1.884-4(b)(3)(i)).
Interest with respect to specifically identified liability will not be
treated as branch interest unless the foreign corporation paying the
interest either makes a return, pursuant to section 6049, with respect to
the interest payment or sends a notice to the person who receives such
interest in a confirmation of the transaction, a statement of account, or a
separate notice, within two months of the end of the calendar year in
whichth e interest was paid, stating that the interest paid with respect to
the liability is from sources within the United States (Treas. Reg. Sec.
1.884-4(b)(3)(ii)).
A liability does not give rise to branch interest if the liability is
directly incurred in the ordinary course of the profit-making activities of
a trade or business of the foreign corporation conducted outside the
United States, as, for example, an account or note payable arising from
the purchase of inventory or receipt of services by such trade or business.
The liability does not give rise to branch interest if the liability is secured
(during more than half the days during the portion of the taxable year in
which the interest accrues) predominantly by property that is not a U.S.
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asset unless such liability is secured by substantially all the property of
the foreign corporation (Treas. Reg. Sec. 1.884-4(b)(3)(iii)).
The 80-Percent-U.S.-Business Rule

There is a special rule relating to the deductibility of interest in which
a U.S. business constitutes 80 percent or more of a foreign corporation’s
business. First, the U.S. assets of a foreign corporation at the end of the
taxable year must equal or exceed 80 percent of all money and the earn
ings and profits adjusted basis of all property of the foreign corporation.
Second, the amount of the interest allowable as a deduction to the
foreign corporation under Treas. Reg. Sec. 1.882-5 (see discussion that
follows) for the taxable year and the amount of interest paid by the
foreign corporation related to liabilities that give rise to nondeductible
interest must exceed the interest paid by a U.S. trade or business of the
foreign corporation. If these two conditions are present, the amount of
interest paid by a U.S. trade or business of the foreign corporation for the
taxable year is increased by the amount of excess of the foreign corpora
tion’s deductible and nondeductible interest over the interest paid by the
U.S. trade or business. The interest that is treated as paid by a U.S. trade
or business of the foreign corporation is treated as being paid pro rata—
first, with respect to liabilities of the foreign corporation that do not
already give rise to interest paid by a U.S. trade or business of a foreign
corporation, and second, with respect to liabilities that do not already
give rise to interest paid by a U.S. trade or business of the foreign corpo
ration (Treas. Reg. Sec. 1.884-4(b)(5)(i)).
E xam ple 2 1 .6 . Foreign corporation A , a calendar year taxpayer, has $90 of

interest apportioned to effectively connected income under Treas. Reg. Sec.
1.882-5 for 1995. Before application o f the 80-percent test, A has $40 o f
branch interest in 1995. A pays $60 o f other interest during 1995, none of
which is attributable to a liability relating to liabilities incurred in the ordi
nary course o f a foreign business and liabilities predominantly secured by
foreign assets. A s o f the close o f 1995, A has an amount o f U .S . assets that
exceeds 80 percent o f the money and earnings and profits bases o f all A s
property. Before application o f the 80-percent test, A would have $50 o f
excess interest ($90 interest apportioned to its effectively connected income
less $40 o f branch interest). T he $60 o f additional interest paid by A is also
treated as branch interest. However, to the extent that treating the $60 o f
additional interest as branch interest would create an am ount of branch
interest that would exceed the amount o f branch interest permitted relating
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to branch interest that exceeds a foreign corporation’s interest apportioned
to effectively connected income, the amount of the additional branch interest
is reduced under provisions which generally allow a foreign corporation to
specify certain liabilities that do not give rise to branch interest or which
generally specify liabilities that do not give rise to branch interest beginning
with the most-recently incurred liability (Treas. Reg. Sec. 1 .884-4(b )(5)(ii),
exam ple).

Branch Interest Exceeds Interest Apportioned to
Effectively Connected Income

If the amount of interest that is both paid by a U.S. trade or business of
a foreign corporation and accrued during the taxable year exceeds the
sum of the amount of interest allowable under Treas. Reg. Sec. 1.882-5,
then the amount of interest paid by a U.S. trade or business of the
foreign corporation is reduced by the amount of such excess. This rule
also applies to interest with respect to liabilities identified (see Treas.
Reg. Sec. 1.884-4(b)(6)(iii)) that exceeds branch interest with respect to
these liabilities (Treas. Reg. Sec. 1.884-4(b)(6)(i)).
There are specific ordering rules that apply to this interest reduc
tion based on the liability to which the liability relates. (See Treas. Reg.
Sec. 1.884-4(6)(ii).)
E xam ple 2 1 .7 . Foreign corporation A , a calendar year, accrual m ethod tax
payer, has interest expense apportioned to effectively connected income
under Treas. Reg. Sec. 1.882-5 o f $230 for 1995. A s branch interest for 1995
is as follows; $130 paid to B, a dom estic corporation, with respect to a note
issued on M arch 10, 1995, and secured by real property located in the
U nited States; $60 paid to C , an individual resident o f country X who is
entitled to a 10-percent rate of withholding on interest payments under the
income tax treaty between the U nited States and X , with respect to a note
issued on O ctober 15, 1994, which gives rise to interest subject to tax under
section 871(a); $80 paid to D, an individual resident o f country Y who is
entitled to a 15-percent rate of withholding on interest payments under the
income tax treaty between the U nited States and Y, with respect to a note
issued on February 15, 1995, which gives rise to interest subject to tax under
section 871(a); and $70 o f portfolio interest paid to E, a nonresident alien,
with respect to a bond issued on M arch 1, 1995.
A s branch interest accrues during 1995 for purposes o f calculating the
amount o f A s interest apportioned to effectively connected income. A has
properly identified its liabilities. A has not made an election to specify liabil
ities that do not give rise to branch interest. T h e amount o f A s branch inter
est in 1995 is limited to $230, the amount o f the interest apportioned
to A s effectively connected income for 1995. T h e amount o f A s branch
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interest must thus be reduced by $110 ($340 — $230). T h e reduction is first
made with respect to interest attributable to liabilities identified as giving
rise to branch interest and, within the group o f specifically identified liabili
ties, is first made with respect to the latest-incurred liability. Thus, the $70
o f interest paid to E with respect to the bond issued on M arch 1, 1995, and
$40 o f the $80 o f interest paid to D with respect to the note issued on
February 15, 1995, are not treated as branch interest. T h e interest paid to D
is no longer subject to tax under section 871(a), and D may claim a refund of
amounts withheld with respect to the interest payments. T here is no change
in the tax consequences to E because the interest received by E was portfolio
interest and was not subject to tax when it was treated as branch interest
(Treas. Reg. Sec. 1.884- 4 (b )(6 )(iv ), exam ple 1).

Interest Paid or Accrued in Different Years

A foreign corporation that accrues an interest expense that would be
interest paid by a U.S. trade or business of the foreign corporation in one
or more later taxable years may elect to reduce its excess interest for the
taxable year in which the interest accrues by the amount of such interest
expense. In such case the interest is treated as branch interest that is paid
at the close of such year (Treas. Reg. Sec. 1.884-4(b)(7)).
If a foreign corporation is a partner in a partnership that is engaged
in trade or business in the United States, the amount of the corporation’s
distributive share of interest paid or accrued by the partnership will
reduce the amount of the foreign corporation’s excess interest for the
year in which this interest is taken into account by the foreign corpora
tion for purposes of calculating the interest deduction allowable to the
foreign corporation under Treas. Reg. Sec. 1.882-5. The foreign corpora
tion’s excess interest cannot be reduced by its distributive share of
partnership interest relating to liabilities that do not give rise to interest
paid by a U.S. trade or business, or would be this type of interest
if entered on the partner’s books. If the interest is paid and accrued in
different years, in order to have this treatment apply the foreign corpora
tion must have an election in effect, as discussed previously, that is
effective with respect to interest and any tax due under section 871(a)
or 881 (Treas. Reg. Sec. 1.884-4(c)(2)).
Effect of Treaties
Payor’s Treaty. In the case of interest paid by a U.S. trade or business of a

foreign corporation, relief is available under an article of an income tax
treaty between the United States and the foreign corporation’s country
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of residence relating to interest paid by the foreign corporation if the
corporation is a qualified resident of that foreign country or the foreign
corporation meets the requirements of the limitation on benefits or simi
lar article in the treaty or article entered into force after December 31,
1986 (Treas. Reg. Sec. 1.884-4(b)(8)(i)).
Recipient’s Treaty. A foreign person (other than a foreign corporation)
that derives interest paid by a U.S. trade or business is entitled to claim
benefits under provisions of an income tax treaty between the United
States and his or her country of residence relating to interest derived by
the foreign person. A foreign corporation may claim such benefits if
it meets, with respect to the interest payment, the requirements of the
limitation on benefits or similar article in the treaty and such article
entered into force after December 31, 1986. A foreign corporation may
otherwise claim these benefits in two situations: first, the foreign corpo
ration is a qualified resident of the foreign country for the taxable year in
which the interest is paid by a U.S. trade or business; and second, in the
case of interest paid in a taxable year beginning after December 31, 1988,
with respect to an obligation with a maturity not exceeding one year,
each foreign corporation that beneficially owned the obligation prior
to maturity was a qualified resident of a foreign country with which
the United States has an income tax treaty or met the requirements
of the limitation on benefits or similar article in a treaty with respect to
the interest payment and such article entered into force after Decem
ber 31, 1986 (Treas. Reg. Sec. 1.884-4(b)(8)(ii)).
Interest Paid by a Partnership. If a foreign corporation is at least a 10-percent
partner in a partnership that is engaged in a trade or business in the
United States, the relief available under an income tax treaty with
respect to the corporation’s distributive share of interest paid or treated
as paid by the partnership cannot exceed the relief that would be avail
able under a payor’s treaty if the interest were paid by a U.S. trade or
business of a foreign corporation (Treas. Reg. Sec. 1.884-4(b)(8)(v)).
E xam ple 2 1 .8 . A , a foreign corporation, and B, a nonresident alien, are part

ners in a partnership that owns and operates U .S . real estate and each has a
distributive share o f partnership interest deductions equal to 50 percent of the
interest deductions o f the partnership. T here is no income tax treaty
between the U nited States and the countries o f residence o f A and B. T he
partnership pays $1,000 of interest to a bank that is a resident o f a foreign
country, Y, and that qualifies under an income tax treaty in effect with the
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U nited States for a 5-percent rate o f tax on U .S . source interest paid to
a resident of country Y. However, the bank is not a qualified resident of
country Y and the lim itation on benefits provision o f the treaty has not been
amended since December 31, 1986. T h e partnership is required to withhold
at a rate o f 30 percent on $500 o f the interest paid to the bank (m eaning, A ’s
50-percent distributive share o f interest paid by the partnership) because the
bank cannot claim greater treaty benefits by lending money to the partner
ship than it could claim if it lent money to A directly and the $500 were
branch interest o f A (Treas. Reg. Sec. 1.884-4(b )(8)(vi), exam ple (2)).

Interest Deductions of Foreign Corporations Whose
income is Effectively Connected With U.S. Business

The interest deduction of a foreign corporation whose income is effec
tively connected with U.S. business is determined by a three-step process.
The first two steps involve asset and liability determination, and the
third step determines the actual interest deduction allowed.
In step 1, the average total value of all assets of the corporation that
generate (or are expected to generate) income, gain, or loss effectively
connected with the conduct of a trade or business in the United States
must be determined for the tax period (Treas. Reg. Sec. 1.882-5(b)(1)).
All assets must be valued on the basis of either U.S. tax book value or
fair market value using any reasonable approach for its determination.
The valuation method chosen is a method of accounting. A particular
asset value denominated in one currency is translated using the
exchange rate in effect at the time the value is determined. Average total
values are determined by taking the average of the totals computed at
the most frequent, regular intervals for which data are reasonably avail
able (Treas. Reg. Sec. 1.882-5(a)(4)). Assets that are interbranch loans
are disregarded (Treas. Reg. Sec. 1.882-5(a)(5)).
In step 2, the amount of liabilities of the corporation connected with
the conduct of a trade or business in the United States is determined for
the taxable period. The amount of U.S.-connected liabilities is deter
mined by multiplying the asset value determined in step 1 by one of the
following fixed or actual ratios:
•
•
•

95 percent, in the case of U.S. banking, finance, or similar business
50 percent, in the case of any other U.S. business
The actual ratio of the average total amount of corporate worldwide
liabilities (including those of the U.S. trade or business) for the tax
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able period to the average total value of corporate worldwide assets
(including those of the U.S. trade or business) for the taxable period
A liability amount that is denominated in one currency is translated
into another currency at the exchange rate for the date the amount is
determined for these calculations. Liabilities resulting from interbranch
loan or credit transactions are disregarded.
In step 3, the interest deduction allowed is calculated. To make this
calculation, the corporation must choose, as a method of accounting,
either the branch book/dollar pool method or the separate-currencypools method.
The Branch Book/Dollar Pool Method. Under the branch book/dollar pool

method, if the amount of U.S.-connected liabilities determined under
step 2 does not exceed the average total amount of liabilities shown on
the books of the U.S. trade or business, the interest expense allowed to
the foreign corporation as effectively connected with the conduct of a trade
or business in the United States is determined by the following formula:
Average total amount
Average U .S.-connected
Interest expense = o f U .S.-connected
X
interest rate
liabilities

The average U.S.-connected interest rate is equal to the ratio of the
total amount of interest shown on the books of the U.S. trade or business
for the taxable period to the average total amount of liabilities shown on
the books of the U.S. trade or business for the taxable period. Both the
numerator and the denominator of this ratio must be stated in U.S. dollars.
If the amount of U.S.-connected liabilities exceeds the average total
amount of liabilities shown on the books of the U.S. trade or business,
the allowed interest deduction is equal to the sum of (1) the total
amount of interest expense for the taxable period shown on the books
of the U.S. trade or business and (2) the amount of the excess of U.S.connected liabilities multiplied by the average interest rate on U.S.dollar liabilities for the taxable period shown on the books of the offices
or branches of the foreign corporation outside of the United States.
Under the separate-currency-pools
method, the total allowed interest deduction is the sum of the separate
allowed interest deductions for each currency in which the U.S. trade or
Separate-Currency-Pools Method.
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business has borrowed. For each separate currency in which the U.S.
business has borrowed, the interest deduction is calculated using the
following formula:
U .S.-connected
liabilities (in U .S .
dollars)

Average total of
C orporation’s average
liabilities on U .S .
X books for a particular X worldwide interest
rate for that particular
Average total amount
currency (the amount
currency
o f liabilities on books
must be stated in U .S .
o f U .S . business in all
dollars or currency
currencies (the amounts
where head office
must be stated in U .S .
is located)
dollars or currency
where head office
is located)

The interest in the third term in the preceding equation is equal to
the ratio of the total amount of interest expense incurred by the corpora
tion during the taxable period with respect to liabilities denominated in
the particular currency to the average total amount of liabilities of the
corporation for the taxable period denominated in that currency. The
taxpayer may also elect to use (as a method of accounting) the average
worldwide interest rate determined for U.S. dollars as the average inter
est rate for all currencies, if the average total amount of U.S.-connected
liabilities shown on the books of the U.S. trade or business is less than
3 percent of the average total of all liabilities shown on the books of the
U.S. trade or business.
E xam ple 2 1 .9 . R, a foreign corporation engaged in a m erchandising business,
has a U .S . branch, R -U .S. T h e average total value of all o f its assets that
generate, have generated, or could reasonably be expected to generate
income, gain, or loss effectively connected with the conduct o f a U .S . trade
or business is $100,000. T he average total am ount o f its worldwide liabilities
is $4 million, and the average total value of its worldwide assets is $6 million.
R ’s average liabilities-to-assets ratio is equal to 66.7 percent, and the amount
o f U .S.-connected liabilities is $66,700 ($100,000 X 66.7% ). R has elected
to use the branch book/dollar pool method. R -U .S. has liabilities on its
books (excluding intercompany liabilities) o f $50,000, the interest expense
shown on the books o f R -U .S. is $4,500, and R ’s average interest rate
incurred by its non-U .S. branches in U .S . dollars is 10 percent. R -U .S .’s
interest deduction for the current taxable year is computed as follows:
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Interest expense shown on the books of R -U .S.

$4,500

Interest expense in excess o f R ’s U .S.-connected liabilities:
Excess ($66,700 — $50,000)
Average interest rate
Interest expense ($16,700 X 10%)
Interest deduction

$16,700
10%
1,670
$6,170

Termination or Incorporation of U.S. Trade
or Business
A foreign corporation will not be subject to the branch profits tax for the
taxable year in which it completely terminates all of its U.S. trade or
business. The foreign corporation’s non-previously taxed accumulated
effectively connected earnings and profits as of the close of the year of
complete termination are extinguished for purposes of section 884 and
the regulations thereunder. The earnings and profits accounts are not
extinguished for purposes of sections 312, 316, and 381 (Temp. Treas.
Reg. Sec. 1.884-2T (a)(1)).
A foreign corporation is considered to have completely terminated
all of its U.S. trade or business only if four conditions are satisfied, as
follows. First, as of the close of the taxable year, the foreign corporation
has no U.S. assets, or its shareholders have adopted an irrevocable reso
lution in that taxable year to completely liquidate and dissolve the
corporation and, before the close of the immediately succeeding taxable
year, all of its U.S. assets are either distributed, used to pay off liabilities,
or cease to be U.S. assets (Temp. Treas. Reg. Sec. 1.884-2T(a)(2)(i)(A)).
Second, neither the foreign corporation nor a related corporation
uses, directly or indirectly, any of the U.S. assets of the terminated U.S.
trade or business during the year of termination or for three years after
the termination in the conduct of a trade or business in the United
States (Temp. Treas. Reg. Sec. 1.884-2T(a)(2)(i)(B)). A corporation
that would be considered completely terminated except for reinvesting
within the three-year period may make an election to designate an
amount of marketable securities that will not be treated as U.S. assets
(for the year of termination and the following taxable year only). The
marketable securities must be identified within thirty days of the date an
equivalent amount of U.S. assets cease to be U.S. assets. On the date a
marketable security is identified, its adjusted basis cannot exceed its fair
market value (Temp. Treas. Reg. Sec. 1.884-2T(b)).
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Third, the foreign corporation has no income that is effectively con
nected with the conduct of trade or business in the United States during
the three'year period after the year of complete termination. Effectively
connected income from deferred payments and from sales of property
used in the trade or business is an exception to the foregoing rule (Temp.
Treas. Reg. Secs. 1.884-2T(a)(2)(i)(C) and 1.884-2T(a)(4)).
Fourth, the foreign corporation attaches to its income tax return for
each year of complete termination a waiver of the period of limitations
for a period of six years after the year of termination (Temp. Treas. Reg.
Secs. 1.884-2T(a)(2)(i)(D) and 1.884-2T(a)(2)(ii)).
If a foreign corporation fails to completely terminate all of its U.S. trade
or business because of the failure to meet any of these requirements, then
its branch profits tax liability for the taxable year and all subsequent tax
able years shall be determined under the usual rules, taking into account
any reduction in U.S. net equity that results from a U.S. trade or business
of the foreign corporation ceasing to have U.S. assets. Any additional
branch profits tax liability that may result, together with interest thereon,
and applicable penalties, if any, will be the liability of the foreign corpo
ration (Temp. Treas. Reg. Sec. 1.884-2T(a)(2)).
Termination With a Section 338 Election

A foreign corporation whose stock is acquired by another corporation
that makes an election under section 338 is treated as having completely
liquidated as of the close of the acquisition date and to have completely
terminated all of its U.S. trade or business as long as the requirements of
the second and fourth conditions discussed in the preceding section are
satisfied (Temp. Treas. Reg. Sec. 1.884-2T(a)(3)).
Termination With Deemed Effectively Connected Income

A foreign corporation that has terminated its U.S. business but continues
to be treated as having effectively connected trade or business income
because of the receipt of deferred payments under section 864(c)(6),
or gain attributable to property used or held in connection with its
U.S. business under section 864(c)(7), will not be subject to the branch
profits tax if three conditions are satisfied: First, except for the section
864(c)(6) and (7) income, no income of the foreign corporation for the
taxable year is effectively connected with a U.S. trade or business.
Second, the foreign corporation has no U.S. assets as of the close of the
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taxable year. Third, the effectively connected earnings and profits would
not have been subject to the branch profits tax pursuant to the provi
sions if a complete termination of the gain treated under section 864(c)(6)
had not been deferred, or if the property giving rise to the section
864(c)(7) treatment had been sold immediately prior to the date the
property ceased to be used in the conduct of a U.S. trade or business
(Temp. Treas. Reg. Sec. 1.884-2T(a)(4)).
Election to Remain Engaged in a U.S. Trade or Business

A foreign corporation that would be considered to have completely
terminated all of its U.S. trade or business for the taxable year except for
the provisions that prohibit reinvestment within a three-year period,
may make an election for the taxable year in which it completely termi
nates all its U.S. trade or business and, if it so chooses, for the following
taxable year (but not for any succeeding taxable year). The election by
the foreign corporation is to designate an amount of marketable securi
ties as U.S. assets for branch profits purposes. The marketable securities
identified pursuant to the election will be treated as being U.S. assets in
an amount equal, in the aggregate, to the lesser of the adjusted basis of
the U.S. assets that ceased to be U.S. assets during the taxable year in
which the election is made (determined on the date or dates the U.S.
assets ceased to be U.S. assets) or the adjusted basis of the marketable
securities as of the end of the taxable year. The securities must be held
from the date that they are identified until the end of the taxable year for
which the election is made, or if disposed of during the taxable year,
must be replaced on the date of disposition with other marketable securi
ties that are acquired on or before that date and that have a fair market
value as of the date of substitution not less than their adjusted basis
(Temp. Treas. Reg. Sec. 1.884-2T(b)(1)).
In order to qualify for this election, the marketable securities must be
identified on the books and records of the U.S. trade or business within
30 days of the date an equivalent amount of U.S. assets ceases to be U.S.
assets and on the date a marketable security is identified, its adjusted
basis must not exceed its fair market value (Temp. Treas. Reg. Sec.
1.884-2T(b)(3)).
The income or gain from the marketable securities (or replacement
securities) subject to this election will be treated as effectively connected
income, and losses from the disposition of such marketable securities
must be allocated entirely to income that is effectively connected
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income. In addition, all such securities shall be treated as if they had
been sold for their fair market value on the earlier of the last business
day of a taxable year for which an election is in effect or the day immedi
ately prior to the date of substitution by the foreign corporation of a
U.S. asset for the marketable security, and any gain (but not loss) and
accrued interest on the securities shall also be treated as effectively con
nected income. The adjusted basis of such property is also increased
by the amount of any gain recognized (Temp. Treas. Reg. Sec. 1.8842T(b)(4)).
A foreign corporation may make this election by attaching to its
income tax return for the taxable year a statement identifying the mar
ketable securities treated as U.S. assets, setting forth the earnings and
profits bases of the securities, and agreeing to treat any income, gain or
loss as explained above. This statement must be filed on or before the
due date (including extensions) of the foreign corporation’s income tax
return for the taxable year. A foreign corporation can make this election
only once (Temp. Treas. Reg. Sec. 1.884-2T(b)(5)).

Liquidation or Reorganization of a Foreign Corporation

If a foreign corporation engaged in the conduct of a U.S. trade or business
transfers its U.S. assets to another corporation in a complete liquidation
or reorganization described in section 381(a), several rules apply with
respect to the transfer (Temp. Treas. Reg. Sec. 1.884-2T(c)).

1.

The foreign corporation is not deemed to have completely termi
nated its U.S. business, and the branch profits tax applies to the
taxable year in which the section 381(a) transaction occurs or in
any succeeding taxable year (Temp. Treas. Reg. Sec. 1.884-2T(c)(1)).

2.

The dividend equivalent amount for the taxable year, including a
short taxable year, for the taxable year must be computed under the
provisions of Treas. Reg. Sec. 1.884-1 as modified by Temp. Treas.
Reg. Sec. 1.884-2T(c)(2). In addition, the transferor’s dividend
equivalent amount for any taxable year succeeding the taxable year
in which the section 381(a) transaction occurs must be calculated
(Temp. Treas. Reg. Sec. 1.884-2T(c)(3) and (4)).

3.

If the transferee is a foreign corporation, adjustments must be made
to the U.S. net equity on account of the section 381(a) transaction
(Temp. Treas. Reg. Sec. 1.884-2T(c)(5)).
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There is also a special rule in cases of the disposition of stock or
securities in a domestic transferee or in the transferor (Temp. Treas.
Reg. Sec. 1.884-2T(c)(6)).

Incorporation Under Section 351

If a foreign corporation is engaged in the conduct of a U.S. trade or busi
ness and transfers part or all of its U.S. assets to a U.S. corporation in a
section 351 transaction and the transferee is a controlled subsidiary after
the transfer, this transfer will not be considered a complete termination,
the transfer will not be exempted from the branch profits tax for the year
of transfer, and the transfer may not be exempt for any subsequent tax
able year of the transferor in which it owns stock or securities of a transferee
as of the close of the transferor’s taxable year (Temp. Treas. Reg. Sec.
1.884-2T(d)(1) and (2)). The transferor’s dividend equivalent amount is
calculated using the principles in Temp. Treas. Reg. Sec. 1.884-2T(d)(3),
(4), and (5).
The dividend equivalent amount is computed using the general prin
ciples described above and modified, provided that (1) the transferee elects
to be allocated a proportionate part of the transferor’s effectively con
nected earnings and profits and (2) the foreign corporation files a statement
with a timely filed income tax return of the transferor for the taxable
year in which the section 351 transaction occurs and complies with the
agreement included in that statement with respect to a subsequent dispo
sition of the transferee’s stock. Basically, the transferee does not begin its
existence with zero earnings and profits but is allocated the dividend
potential associated with the predecessor business that is incorporated.
The U.S. net equity (that is, assets and liabilities, for purposes of com
puting the dividend equivalent amount) is determined as if a section 351
transfer had not occurred. The transferor’s adjusted basis for earnings and
profits purposes in U.S. assets transferred pursuant to the section 351
exchange is the adjusted basis of those assets for earnings and profits pur
poses immediately prior to the section 351 transaction, increased by any
gain recognized that is taken into account for earnings and profits purposes.
For purposes of computing the transferor’s dividend equivalent
amount for taxable years subsequent to the section 351 transaction, this
dividend equivalent amount is taken into account by reducing the trans
feror’s effectively connected earnings and profits for the year in which
the section 351 transaction occurs, its non-previously taxed accumulated
effectively connected earnings and profits, and its non-previously taxed
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accumulated effectively connected earnings and profits of which the
transferee elects to increase its earnings and profits. The above dividend
equivalent amount cannot exceed the sum of the transferor’s effectively
connected earnings and profits and non-previously taxed accumulated
effectively connected earnings and profits after taking into account the
allocation to the transferee of the transferor’s earnings that the transferee
elects to include in its earnings and profits (Temp. Treas. Reg. Sec.
1.884-2T(d)(3)).
The agreement executed by the transferor must state that upon the
disposition of part or all of the stock or securities it owns in the trans
feree, it will treat as a dividend equivalent amount for the taxable year in
which a disposition occurs an amount equal to the lesser of the amount
realized on the disposition or the total amount of effectively connected
earnings and profits and non-previously taxed accumulated effectively
connected earnings and profits that were allocated from the transferor.
A disposition is deemed not to occur in a section 332(b) liquidation or an
“F” reorganization. All other transfers are treated as dispositions unless
the taxpayer obtains a ruling stating that a particular transfer is not, or
unless the IRS issues other published guidance stating that certain trans
actions are not dispositions. The rules regarding allocations of earnings
and profits in corporate separations do not apply to a section 355 distrib
ution that is not part of a “D” reorganization and will not apply to reduce
the transferor’s effectively connected earnings and profits or non-previ
ously taxed accumulated effectively connected earnings and profits.
E xam ple 2 1 .1 0 . Foreign corporation X is a calendar-year taxpayer. X ’s only
assets are U .S . assets, and X computes its interest deduction using the actual
ratio o f liabilities to assets. A ’s U .S . net equity as o f the close o f its 1994taxable year is $2,000, resulting from the following amounts o f U .S . assets
and liabilities:
U . S . A sse ts

U .S . building A
U .S . building B
O ther U .S . assets
Total

U . S . L iabilities

$1,000
2,500
800

M ortgage A
M ortgage B

$ 800
1,500

$4,300

Total

$2,300

X ’s adjusted basis in its assets is equal to X ’s adjusted basis in its assets for
earnings and profits purposes. O n Septem ber 30, 1995, X transfers building A ,
which has a fair market value o f $1,800, to a newly-created U .S . corpora
tion Y in exchange for 100 percent o f the stock o f Y with a fair market value
o f $800, other property with a fair market value o f $200, and the assumption
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o f mortgage A . A tax o f $30 is imposed with respect to the $200 o f other
property received by X. X ’s non-previously taxed accumulated effectively
connected earnings and profits as o f the close o f its 1994 taxable year are
$200, and its effectively connected earnings for its 1995 taxable year are
$330, including $170 o f gain recognized minus $30 o f gain recognized to X
on the transfer as adjusted for earnings and profits. Y takes a basis o f $1,200
in the building transferred from X, equal to the basis in the hands of X,
increased by the $200 gain recognized to X. Y makes an election to increase
its earnings and profits, and X files the statem ent regarding disposition o f Y’s
shares. T h e branch profits tax consequences to X and Y in the taxable year
in which the section 351 transaction occurs and in subsequent years are
computed by the following method: X ’s dividend equivalent am ount for
1995 is computed by first, determining X ’s U .S . net equity as o f the close of
1995; second, determining the am ount o f X ’s effectively connected earnings
and profits for the year; and third, applying the lim itation to these earnings
and profits.
X ’s net U .S . equity as o f the close of its 1995 taxable year is calculated
without regard to the section 351 transaction except that any gain that is
recognized as resulting from the section 351 transaction will increase earn
ings and profits. Assum e that X ’s net equity as o f the close o f its 1995 taxable
year decreased by $130 relative to its equity as of the close o f 1994. X ’s effec
tively connected earnings and profits and non-previously taxed accumulated
effectively connected earnings and profits for the taxable year are determined
without taking into account the allocation to Y of X ’s effectively connected
earnings and profits and non-previously taxed accumulated effectively
connected earnings and profits pursuant to the election by Y. Thus X ’s effec
tively connected earnings and profits for its 1995 taxable year are $330 and
X ’s non-previously taxed accumulated effectively connected earnings and
profits are $200. Therefore, but for the lim itation, effectively connected
earnings and profits for the taxable year would be $460, equal to X ’s effec
tively connected earnings and profits for the taxable year ($330), increased
by the decrease in X ’s U .S . net equity o f $130.
X ’s dividend equivalent amount for its 1995 taxable year may not exceed
the sum o f the transferor’s effectively connected earnings and profits and nonpreviously taxed accumulated effectively connected earnings and profits,
determined as o f the close o f its 1995 taxable year, after taking into account
the allocation o f the transferor’s earnings and profits pursuant to the election
by Y to have earnings and profits allocated to it. Therefore, X ’s dividend
equivalent amount for its 1995 tax year cannot exceed $446, which is equal
to the total amount o f X ’s effectively connected earnings and profits and
non-previously taxed accumulated effectively connected earnings and profits
(determined as o f the close of its 1995 taxable year without regard to the
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allocation o f earnings and profits to Y pursuant to Y’s election ($530)),
reduced by the am ount o f X ’s effectively connected earnings and profits and
non-previously taxed accumulated effectively connected earnings and profits
allocated to Y pursuant to Y’s election ($84). Thus X ’s dividend equivalent
am ount for the 1995 taxable year is limited to $446.
Pursuant to Y’s election, Y increases its earnings and profits by the sum of
X ’s effectively connected earnings and profits and non-previously taxed
accumulated effectively connected earnings and profits determined immedi
ately before the section 351 transaction, without regard to X ’s dividend
equivalent amount for the year, allocated in the same proportion that X ’s
basis in the U .S . assets transferred to Y bears to the bases o f all o f X ’s U .S .
assets determined immediately prior to the section 351 transaction. T he
am ount o f X ’s earnings and profits immediately before the section 351 trans
action is $160. T h e total amount o f effectively connected earnings and
profits ($160) and non-previously taxed accumulated effectively connected
earnings and profits ($200) determined immediately before the section 351
transaction is $360. T h e portion o f the $360 that is allocated to Y pursuant
to Y’s election is $84, calculated as $360 multiplied by a fraction, the numer
ator of which is the basis o f the U .S . assets transferred to Y pursuant to the
section 351 transaction ($1,000) and the denom inator o f which is the basis
o f X ’s U .S . assets determined immediately before the section 351 transaction
($4,300). T he am ount o f $84 o f X ’s effectively connected earnings and
profits and non-previously taxed accumulated effectively connected earnings
and profits allocated to Y constitutes non-previously taxed accumulated
effectively connected earnings and profits o f Y.
X ’s non-previously taxed accumulated effectively connected earnings
and profits as of the close of its 1995 taxable year for purposes o f computing
its dividend equivalent amount for its taxable year 1996 are zero (that is,
$530 o f effectively connected earnings and profits reduced by $84 o f effec
tively connected earnings and profits allocated to Y, and further reduced
by X ’s $446 dividend equivalent amount for its 1995 taxable year).
For 1996, X must determine its U .S . net equity as of December 31, 1989,
in order to determine whether there has been an increase or decrease in its
U .S . net equity as o f December 31, 1996. For this purpose, X ’s U .S . net
equity as o f December 31, 1995 is determined after the assets and liabilities
that were transferred to Y are removed from the books o f X. (T h e preceding
discussion is based on the example at Temp. Treas. Reg. Sec. 1.884-2T(d)(6).)

22

Filing Requirements and
Record Keeping
A person or business entity that has income from foreign transactions or
foreign sources is likely to be burdened with record-keeping requirements
significantly greater than those of entities with income entirely from
sources within the United States. Not only must every U.S. person sub
ject to U.S. taxes keep records or make returns as the IRS may require,
but he or she may also be faced with record-keeping and filing require
ments from a foreign country as well.
The records that must be kept for U.S. tax purposes are not required
to be kept in any particular form, but they must be kept accurately and in
such a manner that the IRS can determine if any tax liability is incurred
and the extent thereof (Treas. Reg. Sec. 31.6001-1(a)). The records must
be kept at an accessible location and be available to internal revenue
officers for inspection at all times.
A U.S. taxpayer must also be aware of filing requirements for returns
and statements. If a return is not filed by the due date, the taxpayer may
be subject to interest or penalties or may lose a benefit to which he or she
might otherwise be entitled. This chapter examines the principal filing
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and record-keeping requirements for various transactions or provisions
with U.S. tax implications for the various entities doing business abroad.
Filing requirements for various foreign persons with businesses or invest
ments in the United States are also examined.

Foreign Tax Credit
A taxpayer entitled to a foreign tax credit claims the credit by
filing Form 1116 in the case of an individual or Form 1118 in the case of
a corporation. Unless the district director is satisfied that it is impossible
to furnish certain evidence to support the claim for the credit, the care
fully filled-out form must have attached to it primary evidence (such as
follows) supporting the credit claimed: (1) the receipt for each such tax
payment if credit is sought for taxes already paid, or (2) the return on
which each such accrued tax was based if credit is sought for taxes
accrued. This receipt or return must be either the original, a duplicate
original, a duly certified or authenticated copy, or a sworn copy. If the
receipt or return is in a foreign language, a certified translation must be
furnished by the taxpayer (Treas. Reg. Sec. 1.905-2(a)(2)). If it is impos
sible to furnish a receipt for foreign tax payment, the foreign tax return,
or direct evidence of the tax withheld at the source, the district director
may accept secondary evidence (Treas. Reg. Sec. 1.905-2(b)).
In the absence of a receipt for payment of foreign taxes, the taxpayer
must submit a photostat copy of a check, draft, or other medium of pay
ment showing the amount and date, with certification identifying it with
the tax claimed to have been paid, together with evidence establishing
that the tax was paid for taxpayer’s account as his own tax on his own
income. If credit is claimed on an accrual method, it must be shown that
the tax accrued in the taxable year (Treas. Reg. Sec. 1.905-2(b)(1)).
If the foreign tax return is not available, the foreign tax has not been
paid, and credit is claimed on an accrual method, the following must
be submitted:
1.
2.
3.

A certified statement of the amount claimed to have accrued
Excerpts from the taxpayer’s account showing amounts of foreign
income and tax accrued on its books
A computation of the foreign tax, based on income from the foreign
country, carried on the books and at current rates of tax with data
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such as excerpts from foreign law, assessment notices, or other docu
mentary evidence
A bond, if deemed necessary by the district director, filed in a man
ner provided in cases where the foreign return is available, or—in
case a bond is not required—a specific agreement wherein the tax
payer will recognize its liability to report the correct amount of tax
when ascertained as required under section 905(c)

When the foreign tax receipts or foreign tax returns become avail
able to the taxpayer, they must be promptly submitted to the district
director (Treas. Reg. Sec. 1.905-2(b)(2)).
In the case of taxes withheld at the source from dividends, interest,
royalties, compensation, or other form of income, if evidence of with
holding cannot be secured from those who have made the payments, the
district director may, in his discretion, accept secondary evidence of such
withholding and of the amount of tax withheld, having due regard to
the taxpayer’s books of account and to the rates of taxation prevailing in
the particular foreign country during the period involved (Treas. Reg.
Sec. 1.905-2(b)(3)).
A taxpayer who is claiming a credit for a tax accrued but not
paid may not be required by the district director to furnish a bond
as a condition for allowing the credit. If such a bond is required,
Form 1117 must be used by both individuals and corporations (Treas.
Reg. Sec. 1. 905-2(d)).
If a taxpayer fails to notify the Internal Revenue Service on a timely
basis of a foreign tax redetermination as required under section 905(c),
unless it is shown that the failure was due to reasonable cause and not
due to willful neglect, an amount will be added to the deficiency attrib
utable to the redetermination of 5 percent of the deficiency for a failure
of one month or less. There will be an additional 5 percent of the defi
ciency for each month (or fraction thereof) during which the failure
continues, up to 25 percent of the deficiency (section 6689).

Treaty-Based Return Positions
Section 6114 requires disclosure by each taxpayer who takes the position
that any treaty of the United States overrules or modifies an internal rev
enue law of the United States. This disclosure must be made on the
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return for the tax year (or any statement attached to such return); if no
return of tax is required to he filed, disclosure must be made on a return
that includes only (1) the taxpayer’s name, address, and taxpayer identi
fication number (TIN) (if any), (2) a signature under the penalties of
perjury, and (3) the subject disclosure.
A “treaty-based return position” exists in the following three
situations;
1.

2.

3.

There is a difference (or potential difference) between the tax liabil
ity to be reported on a return of the taxpayer and the tax liability
that would be reported if the relevant treaty provision did not exist.
The taxpayer’s return position is based on a conclusion that a treaty
position is consistent with an Internal Revenue Code provision, but
the effect of the treaty provision is to alter the scope of the Code pro
vision from the scope that it would have in the absence of the treaty.
The taxpayer concludes that no reporting is required under 1 or 2
above but does not have a substantial probability of successful
defense if challenged (Treas. Reg. Sec. 301.6114-1(a)(2)).

Reporting is required except when it is expressly waived, as discussed
subsequently. A few examples from the regulations of positions for which
reporting is required are as follows;
•

•
•

A nondiscrimination provision of a treaty precludes the application
of any otherwise applicable Code provision, other than an election
under section 897(i).
A treaty reduces or modifies the taxation of gain or loss from the dis
position of a U.S. property interest.
A treaty exempts a foreign corporation from (or reduces the amount
of tax with respect to) the branch profits tax or the tax on excess
interest (Treas. Reg. Sec. 301.6114-(b)).

A few examples from the regulations of positions for which reporting
is waived are as follows;
•

•

With some limitations, a treaty has reduced the rate of withholding
tax otherwise applicable to a particular kind of fixed or determinable
annual or periodical income that is subject to withholding under
section 1441 or 1442, such as dividends, interests, rents, or royalties.
Residency of an individual is determined under a treaty and is apart
from the Code.
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A treaty reduces or modifies the taxation of income derived from
dependent personal services, pensions, annuities, social security, and
other public pensions, or of income derived by artists, athletes, stu
dents, trainees, or teachers (Treas. Reg. Sec. 301.6114-1(c)).

The information that must be furnished on U.S. Form 8833, “TreatyBased Return Position Disclosure Under Section 6114 or 7701(b)”
which includes the following information:
1.
2.

3.
4.

Taxpayer’s name, TIN (if any), and address both in the country of
residence and in the United States
Name, TIN (if available to the taxpayer), and address in the United
States of the payor of the income (if fixed, determinable, annual, or
periodical)
A statement whether the taxpayer (if an individual) is a U.S. citizen
or resident or (if a corporation) is incorporated in the United States
A separate statement of facts relied on to support each separate posi
tion taken, including the following for each position:
• The nature and amount (or a reasonable estimate thereof) of gross
receipts, each separate gross payment, each separate gross income
item, or each other item for which the treaty benefit is claimed
• An explanation of the position taken, with a brief summary of
the facts on which it is based
• The specific treaty provision relied on
• The Code provision(s) overruled or modified
• The provision(s) of the limitation-on-benefits article (if any) in
the treaty that the taxpayer relies on to prevent application of
that article (Treas. Reg. Sec. 301.6114-1(d))

Controlled Foreign Corporations
Filing Requirements

Form 5471 is due when the U.S. person’s income tax return is due,
including extensions. Two copies of the form and required schedule must
be filed. One copy is attached to the U.S. person’s income tax return and
the second copy is to be sent to the Internal Revenue Service Center,
Philadelphia, PA 19255. The return on Form 5471 must contain the fol
lowing information for the foreign corporation:
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4.
5.
6.

7.
8.

9.

10.

11.
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The name, address, and employer identification number, if any
The principal place of business
The date of incorporation and the country under whose laws it was
incorporated
The name and address of the foreign corporation’s statutory or resi
dent agent in the country of incorporation
The name, address, and identifying number of any branch office or
agent of the foreign corporation located in the United States
The names and addresses of the person or persons having custody
of the books of account and records of the foreign corporation, and
the location of such books and records
The nature of the corporation’s business and the principal places
where it is conducted
A description of each class of the corporation’s stock and the num
ber of shares of each class outstanding at the beginning and end of
the annual accounting period
A list showing the name, address, identifying number, and number
of shares of each class of the corporation’s stock held by each U.S.
person owning at any time during the accounting period 5 percent
or more of any class of the corporation’s outstanding stock
The amount of the corporation’s current earnings and profits, for
eign income, war profits, excess profits taxes paid or accrued,
distributions out of current earnings, profits for the period, and
other distributions and their sources
A summary showing the total amounts of each of the following
types of transactions that took place during the annual accounting
period with the person required to file this return, any other corpo
ration controlled by that person, or a U.S. person owning, at the
time of the transaction, 10 percent or more of the value of any class
of stock outstanding of the foreign corporation, or any corporation
controlling that foreign corporation:
a. Sales and purchase of stock in trade
b. Purchases of tangible property other than stock in trade
c. Sales and purchases of patents, inventions, models or designs,
copyrights, trademarks, secret formulas or processes or any sim
ilar property rights, and similar property
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e.
f.
g.

h.
i.
j.

765

Compensation paid and compensation received for rendering
technical, managerial, engineering, construction, scientific, or
similar services
Commissions paid and commissions received
Rents and royalties paid and rents and royalties received
Amounts loaned and amounts borrowed (other than open
accounts that arise and are collected in the ordinary course
of business)
Dividends paid and dividends received
Interest paid and interest received
Premiums received for insurance or reinsurance (Treas. Reg.
Sec. 1.6038-2(f))

In addition to Form 5471, Treas. Reg. Sec. 1.6038-2(g) requires the
taxpayer to attach, as part of the return, the following financial state
ments prepared in accordance with generally accepted accounting
principles:
1.
2.
3.

A profit-and-loss statement
A balance sheet showing assets, liabilities, and net worth
An analysis of changes in the surplus accounts, including both open
ing and closing balances

Treasury Regulations Section 1.6038(h) and 1.6046-1(g) require all
amounts reported on Form 5471 to be stated in U.S. dollars. However,
section 985 and 986 require that, for post-86 tax years, U.S. tax determi
nations are based on computations made in the foreign corporation’s
functional currency. To enable the IRS to process the form, the taxpayer
must first compute the relevant information in the foreign corporation’s
functional currency and then translate all amounts to U.S. dollars at the
weighted average exchange rate for the year (see Treasury Regulations
section 1.989(b)-1).
All statements must be in English and must be filed with the U.S.
person’s income tax return on the date required by law.
Failure to File

There are two possible civil penalties for failure to furnish the informa
tion required by section 6038. The first type of penalty is a $1,000 fine
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for each failure to furnish information for an annual accounting period
(generally a taxable year) of the foreign corporation. If the failure
continues for more than ninety days after notification by the secretary,
then there is an additional $1,000 penalty for each thirty-day period (or
fraction thereof) during which the taxpayer continues not to produce the
requested information. In no event, however, can accumulated penalties
for failure to furnish information for any one accounting period of any
one foreign corporation exceed $25,000 (section 6038). No penalty is
due if it can be shown that reasonable cause exists for a failure to furnish
the required information on time.
The second type of penalty is a reduction in the foreign tax credit
when the IRS considers it appropriate. The penalty for failure to furnish
any required information is a 10-percent reduction of the U.S. person’s
creditable foreign taxes. There are additional 5-percent reductions if the
failure continues for ninety days or more after notification. Creditable
foreign taxes may be reduced by 5 percent for each three-month period
or fraction thereof during which the failure continues, up to a maximum
penalty of $10,000 on the income of the foreign corporation for the
annual accounting period to which the failure applies (section
6038(c)(1) and (2)). When both the $1,000 penalties and the reduction
in the foreign tax credit penalties are applied, the amount of the reduc
tion in the foreign tax credit is reduced by the fixed-dollar penalty
imposed (section 6038(c)(3)). It is intended that the reduction in
foreign tax credit penalty may be waived in cases in which the flat
$1,000 penalty will be imposed. In addition, criminal penalties for failure
to file may be imposed under sections 7203, 7206, and 7207.
General Record-Keeping Requirements

The earnings and profits of a controlled foreign corporation (CFC) for
purposes of sections 951 through 964 are computed substantially as if the
foreign corporation were a domestic corporation. This computation is
made by performing the procedures specified in chapter 11.
Accounting Adjustments. Under Treas. Reg. Sec. 1.964-1(b), physical

assets, including inventory, must be reflected at historical cost computed
either for individual assets or groups of similar assets. Depreciation,
depletion, and amortization must be based on the historical cost, and no
amount determined on the basis of a factor other than historical cost will
be allowed. Any accounting practice that results in a systematic under
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valuation of assets or overvaluation of liabilities, even though expressly
permitted or required under foreign law, is not allowed. Reserves or
similar provisions that have the effect of equalizing income over more
than one accounting period are not allowed.
Tax Adjustments. Under Treas. Reg. Sec. 1.964-1(c), the methods of

accounting must reflect the provisions of section 446. Inventories must
be taken into account in accordance with the provisions of sections
471 and 472. Depreciation must be computed in accordance with section
167 under these circumstances: (1) for any tax year beginning before
July 1, 1972, and (2) for any tax year beginning after June 30, 1972,
when less than 20 percent of gross income is from sources within the
United States. Depreciation must be computed in accordance with
Treas. Reg. Sec. 1.312-15 for any tax year beginning after June 30, 1972,
when 20 percent or more of gross income is from sources within the
United States.
Records Required of U.S. Shareholders

In order for the district director to verify the income tax liability from
amounts included in income under section 951, every U.S. shareholder
of a CFC has the responsibility to provide records within a reasonable
time after demand by the district director. The record-keeping require
ment is considered satisfied if the books and records are sufficient to verify
(1) subpart F income, (2) the previously excluded subpart F income
withdrawn from investment in shipping operations and less developed
countries, (3) the previously excluded export trade income withdrawn
from investment, (4) investment of earnings in U.S. property (Treas.
Reg. Sec. 1.964-3(b)), and (5) earnings invested in excess passive assets.
Verification of Classes of Income
Subpart F Income. Books or records sufficient to verify the subpart F

income must include (1) gross income and deductions, (2) insurance
income, (3) foreign base company income, and (4) information related
to the case of a U.S. shareholder claiming the benefit of the exclusion in
section 952(b) or the limitation in section 952(c).
Insurance Income. Books or records must be sufficient to verify the insur
ance income of a CFC.
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Foreign Personal Holding Company Income. Books or records sufficient to

verify gross income of a foreign personal holding company (FPHC) from
the following sources must be maintained:
1.
2.
3.
4.

5.

6.
7.
8.
9.
10.
11.
12.

All rents and royalties
Rents and royalties received from an unrelated person in the active
conduct of a trade or business
Rents and royalties received from a related person for the use of
property in the country of incorporation of the CFG
All dividends, interest, and (except where the CFC is a regular
dealer in stock or securities) gains and losses from the sale or
exchange of stock or securities
Dividends, interest, and gains from the sale or exchange of stock or
securities received from an unrelated person in the conduct of a
banking, financing, or insurance business
Dividends and interest received from a related corporation orga
nized in the country of incorporation of the C FC
Interest received from a related person in the conduct of a banking
or other financing business
All annuities
All gains from commodities transactions
All income from estates and trusts
All income from personal service contracts
All compensation for the use of corporate property by shareholders
(Treas. Reg. Sec. 1.964-4(d)(1))

Foreign Base Company Sales Income. Books or records must be sufficient

to establish the gross income from foreign base company sales income,
including the following:
1.
2.

3.

All sales by CFC of its personal property and purchases or sales of
personal property on behalf of another person
Purchases or sales of personal property in connection with transac
tions not involving related persons, or both purchases and sales of
such property
Purchases or sales of personal property manufactured or produced in
the country of the CFC’s incorporation, or both purchases and sales
of such property
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5.
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Purchases or sales of personal property for use in the country of the
CFC’s incorporation, or both purchases and sales of such property
Sales of personal property manufactured or produced by the CFC
(Treas. Reg. Sec. 1.964-4(d)(2))

Foreign Base Company Services Income. Books or records must be suffi

cient to establish the gross income from foreign base company services
income as follows:
1.
2.
3.
4.

All services performed by the CFC
Services other than those performed for or on behalf of a related person
Services performed in the country of incorporation of the CFC
Services performed in connection with the sale or exchange of per
sonal property manufactured or produced by the CFC (Treas. Reg.
Sec. 1.964-4(d)(3))

Foreign Base Company Shipping Income. The foreign base company ship

ping income books and records must be sufficient to establish the following:
1.
2.

3.
4.
5.
6.
7.

Gross income derived from, or in connection with, the use of any
aircraft or vessel in foreign commerce
Gross income derived from, or in connection with, the performance
of services directly related to the use of any aircraft or vessel in for
eign commerce
Gross income incidental to the use or performance of services for
the use of any aircraft or vessel in foreign commerce
Gross income derived from the sale, exchange, or other disposition
of any aircraft or vessel used in foreign commerce
Dividends, interest, and certain other gains
Income from partnerships
Exchange gain, to the extent allocable to foreign base company
shipping income (Treas. Reg. Sec. 1.964-4(d)(6))

Income Subject to High Foreign Taxes. In the case of a CFC that is subject
to high foreign taxes, books and records must be sufficient to establish
the gross income excluded from foreign base company income, income
taxes or other similar taxes incurred with respect to such income, and all
other factors necessary to verify the application of the exclusion under
section 954(b)(4) (Treas. Reg. Sec. 1.964-4(d)(7)).
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Deductions. Books or records must be sufficient to establish the deduc

tions allocable to each of the aforementioned classes and subclasses of
gross income (Treas. Reg. Sec. 1.964-4(d)(10)).
Withdrawal of Previously Excluded Subpart F Income From Qualified Invest
ment. Books or records sufficient to verify the previously excluded

subpart F income of the CFC withdrawn from investment in foreign base
company shipping operations or less developed countries must show the
following:
1.
2.

3.

The sum of the amounts of excluded foreign base company shipping
income or less developed countries income for all prior years
The sum of the amounts of previously excluded subpart F income
withdrawn from investment in foreign base company shipping oper
ations or less developed countries for all prior years
The amount withdrawn from investment in foreign base company
shipping operations or less developed countries for the taxable year
(Treas. Reg. Secs. 1.964-4(g-1) and (g-2))

Withdrawal of Previously Excluded Export Trade Income From Investment.

Books or records sufficient to verify the previously excluded CFC export
trade income withdrawn from investment for the taxable year must
establish the U.S. shareholder’s proportionate share of the following:
1.

2.
3.

4.

The sum of the amounts by which the subpart F income was reduced
for all prior taxable years under section 970 (Treas. Reg. Sec. 1.9701(b))
The sum of the amounts described in section 970(b)(1)(B)
The sum of the amounts of previously excluded export trade income
of such corporation from investment under section 970(b) and
Treas. Reg. Sec. 1.970-1(c) for all prior taxable years
The amount withdrawn from investment under section 970(b) and
Treas. Reg. Sec. 1.970-1(c) for the taxable year (Treas. Reg. Sec.
1.964-4(h))

Investment of Earnings in U.S. Property. Books or records sufficient to
verify, for the taxable year, earnings invested in U.S. property must
establish the following:

1. The amount of the CFC’s earnings invested in the U.S. property at
the close of the current and preceding taxable years
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771

The amount of excluded property held by the CFC at the close of
the current and preceding taxable years
The earnings and profits distributed by the CFC during the preced
ing taxable year
The amount of increases in earnings invested by the CFC in U.S.
property that is excluded from the U.S. shareholder’s gross income
for the taxable year by section 959(a)(2) and Treas. Reg. Sec. 1.9591(c) (Treas. Reg. Sec. 1.964-4(1))

Regulations regarding the record-keeping requirements for earnings
invested in excess passive assets are to be issued.

Foreign Ownership of a U.S. Trade or Business
Section 6038A(a) prescribes that a “reporting corporation” must report
to the IRS the “reportable transactions” for any open year. Any corpora
tion that is 25-percent-owned by one foreign person and is either a
domestic corporation or a foreign corporation that conducts a trade or
business in the United States is a “reporting corporation.” “Reportable
transactions” are transactions carried out directly or indirectly with cer
tain foreign persons treated as related to the reporting corporation. A
related person is a 25-percent shareholder as well as any person that is
treated as related to the reporting corporation or related to a 25-percent
shareholder of the reporting corporation, and any other person who is
related within the meaning of section 482 to the reporting corporation,
under sections 267(b), 482, or 707(b)(1) (section 6038A(c)(2)). Such
reporting is made on Form 5472 “Information Return of a 25% ForeignOwned U.S. Corporation Engaged in a U.S. Trade or Business.”
A reporting corporation is also required to maintain any records
deemed appropriate to determine the correct tax treatment of reportable
transactions. These records must be maintained at the location, in the
manner, and to the extent prescribed by regulations.
The statutory scope of general IRS summons authority extends to
certain persons who are not themselves subject to tax in the United
States. Furthermore, to avoid the consequences of noncompliance provi
sions (discussed subsequently) with respect to certain reportable
transactions, each foreign person that is a related party of a reporting
corporation must agree to authorize the latter to act as its agent in con
nection with any request or summons by the IRS to examine records or
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produce testimony related to any reportable transactions, solely for the
purpose of determining the tax liability of the reporting corporation
(section 6038A(e)(1)).
Failure to maintain records or to furnish the IRS with information as
required by section 6038A is subject to a $10,000 penalty and additional
penalties of $10,000 for each thirty-day period (or fraction thereof) after
the ninetieth day following IRS notification. A taxpayer who demon
strates to the satisfaction of the secretary of the Treasury that reasonable
cause exists for the failure to furnish required information or maintain
required records may not be liable for the penalty (section 6038A(d)).
A noncompliance rule may also be applied for certain payments to
related parties in connection with reportable transactions. This noncom
pliance rule permits the IRS to allow the reporting corporation only
those deductions and amounts of cost of any property acquired from a
related party as shall be determined by the secretary in the secretary’s
sole discretion, based on the secretary’s knowledge or from any informa
tion that the secretary may obtain through testimony or otherwise
(section 6038A(e)(3)).
Section 6038C subjects all foreign corporations that carry on trades
or businesses in the United States to information-reporting and recordmaintenance rules that are similar to the section 6038A rules applicable
to certain 25-percent foreign-owned corporations. The section 6038C
rules apply to related party transactions in the case of any foreign corpo
ration with a U.S. trade or business, whether or not the foreign
corporation is 25-percent foreign-owned. Section 6038C applies to infor
mation, records, and summonses regarding other information the
secretary may prescribe by regulations relating to any item not directly
connected with a related party transaction.

DISCS and Former DISCs; FSCs and Former FSCs
Section 6011(c) requires that a domestic international sales corporation
(DISC) or former DISC or a foreign sales corporation (FSC) or former
FSC must keep records as required by the regulations and must furnish
any information, as the regulations may require, to the DISC sharehold
ers and the IRS. A DISC must file an information return on Form
1120-IC-DISC, including Schedule K, “Shareholder’s Statement of
IC-DISC Distributions”; Schedule P, “Intercompany Transfer Price or
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Commission”; Schedule Q, “Borrower’s Certificate of Compliance With
the Rules for Producer’s Loans”; and Form 8404, “Interest Charge on
DISC-Related Deferred Tax Liability.” This information return must be
filed before the fifteenth day of the ninth month following the end of the
taxable year. An FSC files 1120-FSC and Schedule P, “Transfer Price or
Commission.”
DISCS and FSCs

A taxpayer who fails to file returns or supply information of a DISC or
FSC must pay a penalty of $100 for each failure to supply information
(with a maximum of $25,000 during any calendar year), or a penalty of
$1,000 for each failure to file a return, unless the taxpayer can show that
the failure was due to reasonable cause (section 6686).

Foreign Personal Holding Companies
Section 6035 describes certain requirements for an annual filing of a
return by officers, directors, and 10-percent shareholders of an FPHC.
The shareholder report includes the following information on Form
5471: (1) name and address and TIN of each person who held shares,
options, and convertible securities during the taxable year; (2) a descrip
tion of each class of shares and the total number of shares of each class
outstanding at year’s end; (3) the number of shares of each class, options,
or convertible securities held by each person; and (4) any changes in the
holdings of shares, options, or convertible securities during the year and any
other information required by Form 5471 (Treas. Reg. Sec. 1.6035-1(a)(3)).
General corporate information that must be supplied includes (1)
the name, address, taxpayer identification (if any) of the corporation; (2)
the kind of business in which the corporation is engaged; (3) the date of
its incorporation; (4) the country under the laws of which the corpora
tion is incorporated; (5) a description of each class of stock issued and
outstanding by the corporation for the beginning and end of the annual
accounting period; (6) the number of shares and par value of the com
mon and preferred stock issued and outstanding as of the beginning and
end of the taxable year (for the preferred stock, the rate of dividend on
such stock and whether the dividend is cumulative or noncumulative
must be shown); and (7) any other information required by Form 5471
and its instructions (Treas. Reg. Sec. 1.6035-1(a)(2)).
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Reports relating to FPHCs must be filed with the shareholder’s
income tax return and on or before the due date of that return. There is a
$1,000 civil penalty for failure to file a proper FPHC information return.
This penalty does not apply, however, if the failure is shown to be due to
reasonable cause. Criminal penalties may also be imposed for failure to
file a return and for filing a false or fraudulent return.

U.S. Possessions Income
A domestic corporation entitled to the credit under section 936 can
elect to be treated as a possessions corporation by filing Form 5712
within ninety days of the beginning of the first taxable year for which the
election is made. It should be filed separately from the corporation’s regu
lar income tax return. For every year that an election under section 936
is in effect, the corporation must complete Form 5735, “Computation of
Possessions Corporation Tax Credit Allowed Under Section 936.” Form
5735 should be attached to the corporation’s regular tax return filed on
Form 1120. In addition, a possessions corporation may be required to file
Form 5712-A, “Election and Verification of the Cost Sharing or Profit
Split Method Under Section 936(h)” and Form 5735 Schedule P,
“Allocation of Income and Expenses Under Section 936(h)(5).”
A U.S. citizen with income from a possession must file Form 4563,
“Exclusion of Income From Sources in American Samoa”; Form 5074,
“Allocation of Individual Income Tax to Guam or Commonwealth of
the Northern Mariana Islands (CNM I)”; or Form 8689, “Allocation of
Individual Income Tax to the Virgin Islands.”

Interests in Foreign Partnerships
A return is required by a U.S. person who acquires or disposes of an
interest in a foreign partnership except to the extent regulations provide
otherwise. This requirement extends to substantial changes in the pro
portionate interest of a U.S. person in a foreign partnership. The return
is to be in such form as regulations (which have not been issued at the
time of this writing) require and must be filed within ninety days after
the date the U.S. person becomes liable to file this return unless the sec
retary, by regulation, prescribes a later date (section 6046A).
In addition to any criminal penalty provided by law, any person who
fails to file a complete return will be subject to a penalty of $1,000 unless
it is shown that the failure was due to reasonable cause (section 6679(a)).
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Returns for Certain Foreign Trusts
A return must be filed by a grantor in the case of an inter vivos trust, the
fiduciary in the case of a testamentary trust, or the transferor on or before
the ninetieth day (or later date as the secretary may prescribe by regula
tions) after ( 1) the creation of any foreign trust by a U.S. person or (2)
the transfer of any money or property to a foreign trust by a U.S. person
(section 6048). The return must be filed whether or not any beneficiary
is a U.S. person or whether or not any other person may be treated as the
substantial owner of any portion of the trust under the grantor trust pro
visions (Treas. Reg. Sec. 16.3-1(a)). The return is made on Form 3520
and is filed with the director of international operations in Washington,
D.C. The director of international operations is authorized to grant reason
able extensions of time to file the return. In addition to any criminal
penalty provided by law, any person who fails to file a complete return
will be subject to a penalty equal to 5 percent of the amount transferred
to the trust, but not more than $1,000. If the failure is due to a reason
able cause, the penalty will not apply (section 6677).
Each taxpayer subject to tax under section 679 (relating to foreign
trusts having one or more U.S. beneficiaries) for his or her taxable year
must also file a return on Form 3520-A with respect to this trust (section
6048(c)). In addition to any criminal penalties, failure to file this return
will result in a penalty equal to 5 percent of the value of the corpus of the
trust at the close of the taxable year, but not more than $1,000, unless it
is shown that the failure to file was due to reasonable cause (section
6677(a)). The return must be filed no later than the fifteenth day of the
fourth month following the end of the taxable year with the director of
the Internal Revenue Service Center in Philadelphia, PA (Temp. Treas.
Reg. Sec. 404.6048-1).

Acquisition, Organization, Reorganization, and
Disposition of Foreign Operations
Section 1248

A taxpayer who sells or exchanges stock to which section 1248 applies
must attach a schedule showing the taxpayer’s name, address, and identi
fying number to the taxpayer’s income tax return for the taxable year in
which the stock is exchanged or sold. The schedule must also include the
following information on first-tier and lower-tier corporations: the names
of each corporation, the country under whose laws it is organized, and
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the last day of the taxable year that the corporation regularly uses in
computing its income. A schedule of earnings and profits attributable to
the stock sold must also be included (Treas. Reg. Sec. 1.1248-7).
Section 367

A taxpayer who wishes to establish that a transfer of property from the
United States was not undertaken to avoid taxes must present a state
ment, executed under penalties of perjury, setting forth the facts and
circumstances relating to the exchange, together with the details of the
exchange, to the commissioner (section 6038B). The transferor must
attach the required information to Form 926, “Return by Transferor of
Property to a Foreign Corporation, Foreign Trust or Estate, or Foreign
Partnership.” Form 926 must be filed at the Internal Revenue Service
Center where the transferor is required to file its federal income tax
return. The form and its attachments must be filed with the transferor’s
tax return for the taxable year that includes the date of the transfer
(Temp. Treas. Reg. Sec. 1.6038B-1T(b)).
If the transferor fails to comply with the applicable reporting require
ments, then with respect to the particular property as to which there was
a failure to comply, that property will not be considered to have been
transferred for use outside of the United States for purposes of section
367(a), a penalty of 25 percent of the amount of gain realized on the
exchange of that property will be assessed, and the period of limitations
on assessment of tax upon the transfer of that property will not begin to
run until the date on which the transferor does comply with the report
ing requirements (Temp. Treas. Reg. Sec. 1.6038B-1T (f)(1)).
The foregoing consequences from failure to file will not apply if the
transferor shows that the failure to comply was due to reasonable cause
and not willful neglect. A written statement must be provided to the dis
trict director having jurisdiction of the taxpayer’s return for the year of
the transfer setting forth the reasons for failure to comply (Temp. Treas.
Reg. Sec. 1.6038B-1T(f)(3)).
Organization and Reorganization of Foreign Corporations
and Acquisitions of Stock

Each U.S. citizen or resident who is an officer or director of a foreign cor
poration must file Form 5471 for each U.S. person who meets either of
these requirements: ( 1) acquires outstanding stock in one or more trans
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actions equal to 5 percent or more of the value of the outstanding stock
of the foreign corporation, (2) acquires in one or more transactions an
additional 5 percent or more in value of the outstanding stock of the for
eign corporation (Treas. Reg. Sec. 1.6046-1(a)(2)), (3) is treated as a
shareholder under section 953(c), or (4) becomes a U.S. person while
owning 5 percent or more in value of the stock of a foreign corporation.
An officer or director otherwise required to file Form 5471 need not
file if three or fewer U.S. persons own 95 percent or more in value of
the outstanding stock and the shareholders are required to file because
of the acquisition (Treas. Reg. Sec. 1.6046-1(e)(4)).
Regarding shareholders, each U.S. citizen or resident must file a
Form 5471 if any of the following events takes place:
1.
2.
3.
4.
5.

Outstanding stock in a foreign corporation is acquired so that 5 per
cent or more of its value is owned.
An additional 5 percent or more in value of the outstanding stock of
a corporation is acquired.
An interest of 5 percent or more in value of the foreign corporation
is owned when the foreign corporation is reorganized.
Sufficient stock is disposed of to reduce interest in the foreign corpo
ration to less than 5 percent of the outstanding stock.
A person becomes a U.S. citizen or resident while owning 5 percent
or more of the outstanding stock of the foreign corporation (Treas.
Reg. Sec. 1.6046-1(c)(2)).

A shareholder otherwise required to file Form 5471 need not file if
all of the following conditions are satisfied:
1.
2.
3.

The shareholder does not have any direct interest in the foreign
corporation.
The requirement to file was due solely to attribution of stock owner
ship.
The person from whom the stock ownership is attributed furnishes
all the information required by the return (Treas. Reg. Sec. 1.60461(e)(4)).

A shareholder required to file Form 5471 is not required to furnish
certain items of information on it if such information is furnished by
another person having an equal or greater stock interest in the foreign
corporation (Treas. Reg. Sec. 1.6046-1(e)(5)). In such a case the share
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holder should file a statement with the return, both indicating that the
liability for furnishing the information has been satisfied and identifying
the return in which the information was included.
Form 5471 must be filed within ninety days after the day on which a
U.S. person becomes liable for filing or on or before a later date as the
secretary may prescribe by forms or regulations (section 6046(d)).
The following information must be included on Form 5471:
1.
2.
3.
4.
5.

The name, address, and identifying number of each shareholder for
whom the return is filed
A statement showing that the shareholders meet the requisite own
ership requirements
The date, if any, on which the shareholder or shareholders last filed
Form 5471
The date the shareholder became a U.S. citizen or resident if the
return is filed for this reason
The date and method of disposition of stock and the person to
whom the disposition was made if the return is filed for this reason

If Form 5471 is filed because of the organization or reorganization of
the foreign corporation, the following must also be included:
1.

2.

3.

A statement showing a detailed list of the classes, kinds, and
description of the assets transferred to the foreign corporation; the
fair market value of each asset transferred; the adjusted basis if the
assets are transferred by a U.S. person; the date of the transfer; the
name, address, and identifying number of the owner immediately
prior to the transfer; and the consideration paid by the foreign cor
poration for the transfer
A statement showing the assets transferred and the notes or securi
ties issued by the foreign corporation; the name, address, and
identifying number of each person to whom such transfer or issue
was made; and the consideration paid to the foreign corporation for
the transfer or issue
An analysis of the changes in the corporation’s surplus account
occurring on or after July 1, 1963 (Treas. Reg. Sec. 1.6046-1(c)(3))

U.S. Citizens or Residents Employed Abroad
A U.S. citizen or resident claiming an exclusion under section 911 for
earned income while in a foreign country must compute gross income
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without regard to the exclusion that is provided. Consequently, a U.S.
citizen or resident abroad must file a tax return using the same gross
income requirements as a resident of the United States (section
6012(c)). Form 1040 must be filed if the gross income requirements are met.
A taxpayer with his or her tax home outside the United States on
the tax return due date is granted an automatic two-month extension
until the fifteenth day of the sixth month following the close of the tax
payer’s taxable year. If a taxpayer wishes an extension in addition to the
automatic extension (for example, to determine if the 330-day require
ment or bona fide foreign resident requirement will be satisfied), he or
she must make application on Form 2350, which shall set forth the rea
sons the extension is needed and the earliest date the taxpayer expects to
be in a position to determine if he or she qualifies under the 330-day
requirement or bona fide foreign resident requirement. In general, an
extension may be granted for up to thirty days beyond the date that the
taxpayer can reasonably expect to qualify under either the bona fide for
eign resident requirement or the physical presence requirement.
A U.S. citizen or resident claiming the exclusion of earned income
or the housing allowance will do so by attaching Form 2555 to Form
1040 or Form 1040X. Form 2555 details the requirements for bona fide
foreign resident and physical presence status, how much earned income
is excluded, and how to compute the amount of the housing allowance.
If a taxpayer files a return before the period has passed to qualify for
the 330-day or bona fide foreign resident status, the exclusion will be dis
regarded in the calculation of taxable income. If the taxpayer
subsequently qualifies for the exclusion, a claim for refund for any over
payment of tax should be filed on Form 1040X.

Admissibility of Evidence Maintained
in Foreign Countries
Section 982 provides a formal document request procedure intended
to discourage taxpayers from delaying or refusing disclosure of certain
foreign-based information to the IRS. If the taxpayer fails to substantially
comply with any formal document request arising out of the examination
of the tax treatment of any item within ninety days from the date the
request is mailed, then any court having jurisdiction in a civil proceeding
involving the tax treatment of the examined item will prohibit the tax
payer’s introduction of any foreign-based documentation after the
prescribed period (section 982(a)).
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Substantial Compliance

Whether a taxpayer has substantially complied with a formal document
request will depend on all the facts and circumstances. For example,
when the IRS issues multiple requests in the course of an audit and the
taxpayer fails to comply with one particular request for only one docu
ment, the taxpayer’s timely satisfaction of other requests is one factor,
but not the only factor, to be considered in determining whether overall
compliance has been substantial. If overall compliance has been substan
tial, the document requested but not supplied could be admissible.
On the other hand, if the IRS presents a taxpayer with a formal doc
ument request for ten items and the taxpayer produces nine of them but
fails (without reasonable cause) to produce the tenth, which appears to a
court to be the most significant item, a court may decide that there has
not been substantial compliance and may exclude all of the items.
Reasonable Cause

The nonadmissibility-of-documents sanction does not arise if the taxpayer
establishes that the failure to provide the document requested is due to
reasonable cause (section 982(b)(1)). In determining if there was reason
able cause for failure, a court will take into account whether the request
was reasonable in scope, whether the requested documents or copies of
requested documents are available within the United States, and whether
the taxpayer is within a reasonable distance of the requested place within
the United States where these documents are to be produced.
The fact that a foreign jurisdiction may impose a civil or criminal
penalty on the taxpayer (or any other person) for disclosing the
requested documentation is not reasonable cause (section 982(b)(2)).
The effect of this provision is that the taxpayer cannot introduce at a
trial records that allegedly could not be earlier produced during the
course of the audit.
Frequently, minority status may prevent a taxpayer from being able
to produce certain requested records held by a foreign entity. Because in
some unwarranted situations a taxpayer may allege that minority status
prevents the production of certain records, whether minority status is
reasonable cause will be determined by the facts and circumstances of
the case.
The IRS can request that formal documents be translated into
English, which may be a further example of reasonable cause for failure
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to produce a document on a timely basis; such translation may not be
reasonably possible within ninety days.
Formal Document Request

The term formal document request means any request made in the course
of an audit and after the normal request procedures have failed to pro
duce the documentation. The following conditions apply to a formal
document request:
1.
2.
3.
4.
5.

The request must be mailed by registered or certified mail to the tax
payer at his or her last known address (section 982(c)(1)).
The request must set forth the time and place for the presentation of
the documentation (section 982(c)(1)(A)).
The request must state why the documentation previously produced
(if any) is not sufficient (section 982(c)(1)(B)).
The request must describe the documentation being sought (section
982(c)(1)(C)).
The request must explain the consequences to the taxpayer of failure
to produce the requested documentation (section 982(c)(1)(D)).

A formal document request procedure is not intended to be used as
the routine beginning of an examination. A procedure for administrative
review of proposed formal document requests before issuance must be
established. Foreign-based documentation (including books and records)
is any documentation that is outside the United States and that may be
relevant or material to the tax treatment of the examined item (section
982(d)).
Proceedings to Quash

The taxpayer has the right to have the reasonableness of a demand for
the production of a formal document judicially reviewed. Any person to
whom a formal document request is mailed has a right to begin a pro
ceeding to quash that request no later than the ninetieth day after the
request was mailed (section 982(b)(2)(A)). During the proceeding, the
running for the ninety-day period for compliance with a formal docu
ment request is suspended (section 982(c)(2)(C)). The taxpayer may
contend, for example, that all or part of the documentation requested is
not relevant to the tax issue, that the place of requested presentation
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within the United States is unreasonable, or that there is reasonable
cause for failure to produce or for delay in producing.
The reasonableness of a demand for the production of originals of
foreign documents rather than copies may be resolved in judicial pro
ceedings to quash the request. If the foreign country makes it impossible
to remove the original documents requested, true copies may be suffi
cient.
In any proceeding to quash, the secretary may seek to compel com
pliance with the request (section 982(b)(2)(A)). Jurisdiction over a
proceeding to quash is retained in the U.S. district court for the district
in which the person to whom the formal document request is mailed
resides or is found (section 982(c)(2)(B)). If the person resides and is
found outside the United States, the U.S. District Court for the District
of Columbia has jurisdiction.
Under the current rules for administrative summonses, the commis
sioner has the burden of showing relevance and materiality of the
requested records in a proceeding to quash. The commissioner must also
show that the investigation will be conducted pursuant to a legitimate
purpose, that the information sought is not already within his possession,
and that the administrative steps required by the Internal Revenue Code
have been followed. If the U.S. district court rules against the taxpayer,
the taxpayer may appeal the court’s order immediately.
The Ninety-Day Period

The taxpayer generally has ninety days from the day of mailing to com
ply with a formal document request. However, the secretary or a court
having jurisdiction over a motion to quash the request may extend the
period. The court may extend the period in response to a motion to
extend the period that is not part of a motion to quash (section
982(d)(4)). For example, a court could find that a taxpayer had reason
able cause for failure to produce an item within ninety days and set a
later date for presentation.

Foreign Persons Holding Direct Investments
in U.S. Real Property Interests
Any foreign person holding direct investments in U.S. real property
interests for the calendar year must file a return showing the name and
address of such person, a description of all U.S. real property interests
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held by such person at any time during the calendar year, and any other
information required by forthcoming regulations (section 6039C(a)). A
foreign person is treated as holding direct investments in U.S. real prop
erty interests during the calendar year if such person did not engage in a
trade or business in the United States at any time during the calendar
year and the fair market value of the real property interests (defined at
section 897(c)) held directly by such person at any time during such year
equals or exceeds $50,000 (section 6039C(b)).
In the case of sales by foreign persons of U.S. real property interests,
withholding is required, and Form 8288, “U.S. Withholding Tax Return
for Dispositions by Foreign Persons of U.S. Real Property Interests,” and
Form 8288-A, “Statement of Withholding on Dispositions by Foreign
Persons of U.S. Real Property Interests,” must be filed. Form 8288-B,
“Application for Withholding Certificate for Dispositions by Foreign
Persons of U.S. Real Property Interests,” is used to apply for a withhold
ing certificate to reduce or eliminate withholding on dispositions by
foreign persons of U.S. real property interests.
Payment of Tax

A nonresident alien individual or foreign corporation subject to tax
under section 897(a) and any person required to withhold tax under sec
tion 1445 must pay such tax to the United States if the property is
located in the United States and to the Virgin Islands if the tax is levied
on disposition of real property located in the Virgin Islands (section
6039C(d)).
Failure to File a Return or Furnish a Statement Required
Under Section 6039C

The failure to file a timely return or furnish a statement, unless it is
shown to be due to reasonable cause and not to willful neglect, will carry
an assessment of $25 for each day during which the failure continues
(section 6652(f)), a maximum penalty of the lesser of $25,000 or 5 per
cent of the aggregate fair market value of the U.S. real property interests
owned at any time during the year (section 6652(f)(3)).

Other Non-Tax Reporting Requirements
In addition to reporting requirements for tax purposes, foreign invest
ment in agricultural lands must be disclosed to the U.S. Department of
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Agriculture; foreign investment in U.S. business enterprises, including
the ownership of real estate, is subject to reporting requirements of the
U.S. Department of Commerce.
Disclosure of Foreign Investment in Agricultural Lands

The Agricultural Foreign Investment Act of 1978 (7 U.S.C. sec. 3501 et
seq.) provides that when a foreign person acquires, disposes of, or holds
an interest in U.S. agricultural land, these transactions and holdings
must be disclosed to the secretary of agriculture. This information is uti
lized in the preparation of periodic reports that are sent to Congress and
the President and that address the effects of foreign holdings upon family
farms and rural communities.
All interests in agricultural land acquired, transferred, or held by for
eign persons must be reported, except for the following:
1.
2.
3.
4.
5.

Leaseholds of less than ten years
Contingent future interests
Noncontingent future interests that do not become possessory upon
the termination of the present possessory state
Surface and subsurface easements and rights of way for a purpose
unrelated to agricultural production
An interest solely in mineral rights

Agricultural land means land in the United States that is currently
used for agriculture, forestry, or timber production (or if idle, the land’s
last use within the past five years was for agriculture). Not considered
agricultural land is one acre or less whose products have gross sales of less
than $1,000. If the products are for the personal or household use of the
person holding the interest in the land during the one-year period, the
land is not considered agricultural land regardless of the products’ value.
Persons required to report investment in agricultural lands include
the following:

1.

2.

An individual who is not a citizen or national of the United States,
except for citizens of the Northern Mariana Islands or the trust terri
tory of the Pacific Islands
Any individual who is not lawfully admitted to the United States for
permanent residence or who is paroled into the United States under
the Immigration and Nationality Act
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Any person, other than an individual or government, that is created
or organized under the laws of a foreign government or which has its
principal place of business located outside of all the states
Any foreign government
Any person, other than an individual or a government, that is cre
ated or organized under the laws of any state and in which a
significant interest or substantial control is directly or indirectly held
by any of the persons described in 1 through 4 or any combination of
the above

Reporting Requirements. All reports must be filed with the county office
of the Agricultural Stabilization and Conservation Service (A SC S) in
the county where the land is located or where the A SC S county office
administering the program is located. Form A SC S-153, “Agricultural
Foreign Investment Disclosure Act Report,” must be filed no later than
ninety days after the date of acquisition or transfer. In addition, Form
A SC S-153 must be filed no later than ninety days after a domestic per
son who holds the interest becomes a foreign person or when land that
was not considered agricultural land becomes agricultural land.
Penalty Provisions. Violation of the reporting obligation consists of (1)
failure to file a report or (2) a knowing submission of a report that (a) does
not contain all the information required or (b) contains misleading or
false information. A civil fine of up to 25 percent of the fair market value
in the agricultural land interest may be imposed for a reporting violation.

Disclosure of Other Foreign Investments

All foreign investment in U.S. business enterprises, including the owner
ship of real estate in which a foreign person owns a 10-percent-or-more
voting interest or the equivalent, is subject to reporting requirements of
the Department of Commerce under the International Investment
Survey Act of 1976 (22 U.S.C. secs. 3101-3108).
Reporting Requirements. The following are commonly required Depart
ment of Commerce reports on investments into the United States:

1.
2.

Reports required upon the establishment or acquisition of a U.S.
affiliate (Form BE-13, Form BE-607, and Form BE-14)
Quarterly reports (Form BE-605 and Form BE-606B)
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Annual reports (Form BE-15)
Quinquennial reports for benchmark surveys (Form BE-12)

The reports that follow are required upon the establishment or
acquisition of a business.
Form BE-13, “Initial Report on a Foreign Person’s Direct or Indirect
Acquisition, Establishment, or Purchase of the Operating Assets of a
U.S. Business Enterprise, Including Real Estate,” must be filed within
forty-five days after the investment transaction. It is divided into (1)
Form BE-13A, “Form for a U.S. Business Enterprise, Business Segment,
or Operating Unit That Has Been Established or Acquired by a Foreign
Person or Existing U.S. Affiliate of a Foreign Person,” and (2) Form BE13B, “Form for Foreign Persons or Existing U.S. Affiliate of a Foreign
Person That Establishes or Acquires a U.S. Business Enterprise or a
Business Segment or Operating Unit of a U.S. Business Enterprise.”
Form BE-13 is not required in the case of a real estate purchase
exclusively for personal use or for acquisitions by an existing U.S. affili
ate when the property costs $1 million or less and does not involve the
purchase of 200 or more acres of U.S. land. However, Form BE-13,
Supplement C, indicating cost and acreage involved, must be filed. If the
acquisition involves the purchase of 200 or more acres of U.S. land, it
must be reported regardless of the total cost of the acquisition. An estab
lished or acquired U.S. business enterprise is exempt if its total assets at
the time it is acquired or immediately after being established are $1 mil
lion or less and if it does not own 200 or more acres of U.S. land. If it
owned 200 or more acres of U.S. land, it must file a report regardless of
the value of total assets.
Form BE'607, “Industry Classification Questionnaire,” must accom
pany Form BE-13A. Form BE'607 must also be filed by an existing U.S.
affiliate whose industry classification changes.
Form BE-14, “Report by a U.S. Person Who Assists or Intervenes in
the Acquisition of a U.S. Business Enterprise by, or Who Enters Into, a
Joint Venture with a Foreign Person,” is to be completed by a U.S. per
son either assisting or intervening in the purchase or sale of a U.S.
business enterprise, including the ownership of real estate. Form BE-14 is
required to be filed no later than forty'five days after the transaction
occurs. A person who may assist or intervene in a sale to or purchase by a
foreign person includes, among others, an intermediary, a real estate bro
ker, a CPA, and an attorney.
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Form BE-14 is not required to be filed in the following situations:
1.
2.

3.

The real estate is acquired by the foreign person exclusively for per
sonal use and not for profit-making purposes.
The business enterprise’s total assets or the joint venture’s capitaliza
tion is $1 million or less and the enterprise does not own 200 or
more acres of U.S. land. If 200 or more acres of U.S. land are
involved, then a report is required regardless of the total dollar value
of the business enterprise or joint venture.
The person assisting or intervening in the sale files either Form BE13A o r Form BE-13B.

The quarterly reports listed below are required to be filed within
thirty days after the close of each calendar or fiscal quarter.
Form BE-605, “Transactions of U.S. Affiliates (Except an Unin
corporated Bank) with Foreign Parent,” is required each quarter for every
U.S. affiliate in which a foreign person had direct or indirect ownership
interest of at least 10 percent at any time during the quarter. One report is
required for each affiliate exceeding the exemption level of $15 million.
Form BE-606B, “Transactions of U.S. Banking Branch or Agency
with Foreign Parent,” is required for every unincorporated U.S. banking
branch or agency in which a foreign person had a direct or indirect own
ership interest of at least 10 percent during the quarter. One report is
required for each U.S. banking affiliate exceeding an exemption level of
$15 million.
Annual reporting of financial and operating data is required on Form
BE-15, “Annual Survey of Foreign Direct Investment in the U .S.”
Reports on this form are required for each U.S. affiliate (except a bank)
in which a foreign person owns or controls, directly or indirectly, 10 per
cent or more of the voting securities if an incorporated U.S. business
enterprise or an equivalent interest if an unincorporated U.S. business
enterprise at any time during the year exceeding an exemption level of
$10 million.
The quinquennial survey Form BE-12, “Benchmark Survey of
Foreign Direct Investment in the United States,” is a comprehensive sur
vey of such investment. The International Investment Survey Act of
1976 established that the survey should be conducted at least once every
five years. It was last conducted in 1993 to cover years ending in 1992.
The International Investment Survey Act of 1976 also provides that
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reports submitted are confidential and may be used only for analytical or
statistical purposes. The information cannot be used for purposes of taxa
tion, investigation, or regulation. In addition, copies of the survey
retained by the respondent are immune from legal process.
Penalty Provisions. Failure to file any of the required forms on time is
punishable by a civil penalty not exceeding $10,000. Willful failure to
file is punishable by a fine of not more than $10,000 and imprisonment
for not more than one year or both. If the offender is a corporation, any
officer, director, employee, or agent of the corporation who knowingly
participates in a violation may be punished by a like fine, imprisonment,
or both. Forms may be obtained from the U.S. Department of Commerce
in Washington, D.C.
Other Forms. In addition to the forms already discussed, the Department

of Commerce requires other forms that report on other transactions and
investments between U.S. and foreign entities or persons. These forms
are as follows;
Benchmark Surveys
•
BE-10, “Benchmark Survey of U.S. Direct Investment Abroad”
•
BE'20, “Benchmark Survey of Selected Services Transactions with
Unaffiliated Foreign Persons”
•
BE'507, “Industry Classification Questionnaire”
Annual Surveys
•
BE-11, “Annual Survey of U.S. Direct Investment Abroad”
•
BE'29, “Foreign Ocean Carriers’ Expenses in the United States”
•
BE-36, “Foreign Airline Operators’ Revenues and Expenses in the
United States”
•
BE'47, “Annual Survey of Construction, Engineering,
Architectural, and Mining Services Provided by U.S. Firms to
Unaffiliated Foreign Persons”
•
BE'48, “Annual Survey of Reinsurance and Other Insurance
Transactions by U.S. Insurance Companies with Foreign Persons”
•
BE'93, “Annual Survey of Royalties, License Fees, and Other
Receipts and Payments for Intangible Rights between U.S. and
Unaffiliated Foreign Persons”
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BE-133B, “Follow-up Schedule of Expenditures for Property, Plant,
and Equipment of U.S. Direct Investment Abroad”

Quarterly Surveys
•
BE-30, “Ocean Freight Revenues and Foreign Expenses of United
States Carriers”
•
BE-37, “U.S. Airline Operators’ Foreign Revenue and Expenses”
•
BE-577, “Transactions of U.S. Reporter with Foreign Affiliate”
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Activity Tests
Liabilities Insured by Controlled Foreign
Corporations, 271
Adjustments
Accounts of Controlled Entities Under
Section 482, 563-566, 615-616
Advance Corporate Tax
United Kingdom, 48
Advance Corporation Tax in the United
States-United Kingdom Treaty Foreign Tax
Credits, 137
Advances
Between Members of Controlled Groups,
576-579
Affiliated Groups. See also Section 482
Allocation and Apportionment of Expenses,
101-102
Allocation and Apportionment of Interest
Expense, 111-114
Allocation of Fees to Gross Income, 125
Apportionment of Research and
Development Expenses, 122
Asset Valuation, 103-104
One-Taxpayer Rule, 67, 102
Qualified Electing Fund Elections, 364
Stewardship Expenses, 124-125
Agents
Permanent Establishment Criteria, 140
Agricultural Foreign Investment Act of 1978
Provisions, 784
Agricultural Lands
Reporting on Foreign Investments, 784-785
Agricultural Products
Related Foreign Trade Income, 404
Agricultural Stabilization and Conservation
Service (ASCS)
Foreign Investment Reports, 785
Aircraft Operation, Sales or Services
Books and Records, 770
Foreign Base Company Shipping Income,
288-290
Foreign Taxpayers, 683, 687

Accounting Fees
Allocation to Gross Income, 126
Accounting Methods. See also Accrual-Basis
Taxpayers; Cash-Basis Taxpayers
Allowable in Computing Earnings and
Profits, 377-379
Choices for Qualified Electing Funds, 361
Deductions for Effectively Connected
Interest Expense, 746-750
Foreign Corporation, Computation of
Earnings and Profits, 384-387
U.S.-Dollar Approximate Separate
Transactions, 654-660
Use of Functional Currency, 624
Accounts Receivable. See also Trade
Receivables
Asset Test for PFIC Status, 352
Section 482 Relief, 612-613
U.S. Assets, 733
Accrual-Basis Taxpayers
Proof-of-Credits Requirement, 194-195
Timing of Foreign Tax Accrual for Credits,
193-194
Accumulated Deficit Rule
CFC Earnings and Profits, 311
Accumulated Earnings Tax
Foreign Sales Corporations, 413
ACT. See Advance Corporate Tax
Active Conduct of a Trade or Business
Banking and Insurance, 349
Exception to Section 367 Transfers of
Property to Foreign Corporations, 509-510
Foreign Corporation and Residency Test, 738
Income from Rents and Royalties, 276-277
Qualified Possession-Source Investment
Income, 477-478
Test for Possessions Corporations, 467-468
Active Foreign Business Income
Test for 80/20 Domestic Corporations 70,
73-74
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FTC Limitation, 217
Tax Treaty Exemptions, 140-141
Aliens. See Nonresident Aliens; Resident
Aliens
Allocation
Compensation for Services W ithin and
Outside the U.S., 78-79
Earnings and Profits to Shares of Stock,
Section 1248, 500-503
Expenses, to Sources and Classes of Income,
98-101
Expenses (Sections 861, 862, 864), 64-65
Foreign Sales Corporation Deductions, 412
Foreign Taxes Paid, to Income Categories,
234-235
Income (Sections 861-865), 64-65
Interest Expense, 103-116, 222-223
Inventory (Produced) Income, 86-87
Losses Related to Disposition of Property, 127
Net Operating Loss Deductions, 127
Profits, Tax Treaty Provisions, 141
Research and Development Expenses,
117-118
Tax Revenues From International
Transactions (Table), 7-8
Transactions Between Controlled Groups.
See Section 1528
Alternative Minimum Taxes
Foreign Tax Credits, 254
American Samoa. See U.S. Possessions
Amortizable Bond Premium
Exchange Gains or Losses, 637
Annuities
As FPHC Income, 275-277
Income of Nonresident Aliens, 683
Ineligible for 911 Exclusion, 535
Anti-Avoidance Rules
Passive Foreign Investment Companies,
359-360
Apportionment
Characterizing Stock of CFCs as Assets, 116
Expenses, to Sources and Classes of Income,
98-101
Foreign Sales Corporation Deductions, 412
Interest Expense, 103-104
Losses Related to Disposition of Property, 127
Net Operating Loss Deductions, 127
Research and Development Expenses,
117-124
Appropriate Gross Profit Percentage
Property Sales, 607

Architectural Services
Generating Qualified Export Recipes, 420
Related to Export Property, Foreign Sales
Corporations, 397, 400
Arm’s-Length Return Method
Transfers of Intangibles, 588
Arm’s-Length Standards
Intercompany Transactions with Puerto
Rican Affiliates, 491-492
Related Person DISC Transactions, 430, 436
Transactions Between Affiliated Controlled
Entities, 560-566, 576-607
Artistic Endeavors
Section 367 Property Transfers from the U.S.
to Foreign Corporations, 509
Sourcing Income, 77
Assembling Compared W ith Manufacturing in
a DISC, 423
Asset Method
Adjustment Rules for Investments in Certain
Corporations, 114-116
Interest Expense Allocation, FTC
Limitation, 224
Interest Expense Apportionment, 101-102,
103-104
Asset Test
Passive Foreign Investment Companies,
348-353
Asset Use Test
Effectively Connected Income From U.S.
Trade or Business, 676
Assets
Adjustment Rules for Investments in Certain
Corporations, 114-116
Characterization in Foreign Corporations,
PFIC Status, 350-353
Classification for Apportionment Purposes,
105
Excess Passive Assets, 304-308
Exempt, for PFIC Status, 353
Exempt, in Allocation and Apportionment,
101,103-106
Foreign Financial Statement Adjustments,
383
Transfers From the U.S. to Foreign
Corporations, 505-509
U.S., of Foreign Corporations, 732-735
Used in Determination of USRP Holding
Company Status, 702-703
Used in Trade or Business in the U.S., 676
Valuation of Those Generating Effectively
Connected Income, 747

Index

Assistance
Defined, for Performance of Personal Services
by a CFC, 287-288
Associations
Taxed as Corporations, 509
Taxed as Foreign Corporations, 259-261
Attribution Rules. See Stock-Attribution
Rules

B
Balance Sheets
Foreign Exchange Rates, 655-656
Balancing Taxes
Italy, 47
Banking
DISC Requirements, 428-429
Foreign Sales Corporation Requirements, 402
Foreign Taxpayers Engaged in Active
Conduct of Business in the U.S., 678
Income From Active Conduct of Business,
348-349
Reporting on Foreign Accounts, 554
Base Companies. See also Foreign Base
Company Income
For Foreign Business Operations, 24-25
Base Erosion Test
Income Requirement for Foreign Corporation
Residency, 737-738
Benchmark Surveys
Department of Commerce, 787-788
Beneficiaries of Estates and Trusts
Eligibility for Foreign Tax Credits, 188
U.S. Taxation, 677-678
Benefits Test
Services Performed Between Members of
Controlled Groups, 579
Boards of Directors
Foreign Sales Corporation Requirements,
396-402
Bona Fide Foreign Resident Status
For Income Exclusion Under Section 911,
536-540
Bonds
Furnished as Condition for Allowing Credit
for Accrued Foreign Taxes, 194, 761
Purchased by Nonresident Aliens in Ryukyu
Islands or Pacific Trust Territories, 683
Booking Dates
Foreign Exchange Transactions, 626
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Books and Records
Controlled Foreign Corporations, 764-771
DISC Requirements, 428-429
Foreign Personal Holding Companies,
773-774
Foreign Sales Corporations, 396
Foreign-Owned Corporations, 771-772
Functional Currency Requirements, 619-625
Intercompany Transfer Prices, 597
Supporting Claims for Foreign Tax Credits,
761
U.S. Taxpayer Requirements, 759-760
Books of Account Method
Apportionment of Inventory Sales Income,
91-92
Boycotts and Related Income. See International
Boycotts
Branch Assets
Transfers From the U.S. to Foreign
Corporations, 506-509
Branch Book/Dollar Pool Method
Deductions for Effectively Connected
Interest Expense, 747-748
Branch Profits Taxes
Background, 729-730
Foreign Corporations With U.S. Operations,
729-757
In Lieu of Withholding, 13, 142
International Organizations, 730
On Excess Interest, 740-741
Reduced By Tax Treaties, 735-736, 740,
745-746
Termination of U.S. Trade or Business,
749-757
Branch Rule
Determination of Foreign Base Company
Sales Income, 284-285
Branches of Domestic Operations. See Foreign
Branches
Brazil
Income Tax Comparative Review, 42
Bribes. See Illegal Foreign Bribes
Business Activities Test
Effectively Connected Income From U.S.
Trade or Business, 676-677
Business Assets as Qualified Export Assets,
422-423
Business Entities. See also specific types such as
Foreign Sales Corporations; specific types
such as Partnerships or Foreign Corporations
Common in International Operations, 3
Criteria for Selection, 22-25
Various Tax Treatments, 12-22
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Business Expenses
Foreign Conventions, 553-554
Taxpayers Working Abroad, Section 911,
542-545
Business Locations. See also Residency—
Business Entities
Choice of Countries, 27-38
Foreign Sales Corporation Requirements,
394-397
Offices or Fixed Places of Business In the
U.S., 674, 680-681
Business Profits. See Profits
Business Transactions
Qualified, Resulting in Foreign Currency
Gains, 279

c
Canada
Income Tax Comparative Review, 42
Capital
As a Material Income-Producing Factor, 533,
545
Capital Cost Allowance (CCA)
Canadian Depreciation, 49
Capital Export Neutrality
Foreign-Source and Domestic-Source
Income, 178
Capital Gains
Conversion From Ordinary Income, 21
Foreign Tax Credits, 237-239
Section 367 Transfers of Branch Assets to
Foreign Corporations, 512-513
Tax Treatment in Selected Foreign Countries
(Tables), 49-53
Tax Treaty Treatment, 143
U.S.-Source Income of Foreign Taxpayers,
662, 670, 676
Capital Losses
Foreign Sales Corporations, 412
Foreign-Source Net, 238
Section 367 Transfers of Branch Assets to
Foreign Corporations, 512-513
Tax Treatment in Selected Foreign Countries
(Tables), 49-53
U.S.-Source Income of Foreign Taxpayers,
670, 676
Capitalized Interest
Allocation and Apportionment, 107
Captive Insurance Companies
Related Person Insurance Income, 273-274

Caribbean Basin Recovery Act of 1983
Foreign Sales Corporation Locations,
394-395
Carrybacks and Carryforwards
Deficits in Earnings and Profits of Foreign
Corporations, 209
Foreign Tax Credits, 243
Net Operating Losses in Selected Foreign
Countries, 53
Carrying Charges
In Foreign Sales Corporation Income,
405-406
Cash Equivalents
Defined, 724
Cash-Basis Taxpayers
Deduction of Foreign Taxes, 193-194
Election to Accrue Foreign Taxes for Credit,
193-194
Proof-of-Credits Requirement, 195
Certification
U.S. Tax Treaty Beneficiaries, 134
CFC. See Controlled Foreign Corporations
Chain Deficit Rule
Earnings and Profits of CFCs, 311
Charitable Contributions of Foreign Personal
Holding Companies, 334
Classes of Interests
Regularly Traded on Established Securities
Markets, 726-727
Closely Held Corporations
Tax Effects, 18
Treatment of Passive Income, 23
Coastwise Travel
Income of Seamen, 78
Collateral Adjustments
Accounts of Controlled Entities Under
Section 482, 563-566
Combined-Taxable-Income Method
Computing Taxable Income of Island
Affiliates, 487-490
DISC Transfer Prices, 430-431, 433-435
Section 936 Credit Eligibility, 479-483
Commercial Traveler’s Exception
Compensation for Services, 76-77
Commissions
Domestic International Sales Corporations,
430-431,437-438
Foreign Sales Corporation Transactions,
406-409
Sourcing Gross Income From, 77
Commodities Transactions
FPHC Income, 278-279

Index

Gains as FPHC Income, 333
U.S., Trading by Foreign Taxpayers, 672-675
Communications
Income from Satellite Systems, 684
International Activities, Income Sourcing,
94
Community Property Problems
Income of Nonresident Aliens, 682-683
Source-of-Income, 78
U.S. Citizens Working Abroad, Section 911,
547-548
Comparable Uncontrolled Price Method
Determining Arm’s-Length Prices, 568-575
Compensation for Services
Allocation between Countries, 78-79
Deferred, 77
Of Nonresident Aliens by Foreign Employers,
683
Sourcing, 76-79
U.S. Citizens Working Abroad, 529-530,
531,536
Competent Authorities
Agreements on Section 482 Allocations, 617
Tax Treaty Grievances, 136
Completed-Contract-Method Taxpayers
Timing of Foreign Tax Credits, 197
Computer Software Royalties, 333
Consent Stock and Dividends
Foreign Personal Holding Companies, 337
Consolidated Omnibus Budget Reconciliation
Act of 1985
Apportionment of Research and
Development Expenses, 123
Consolidated Tax Returns
Domestic International Sales Corporations,
448
Domestic Subsidiaries, 15-16
Foreign Corporations, 17-18
Foreign Tax Credits, 252-253
Constructive Ownership. See Stock—
Constructive Ownership
Constructive Property Transfers
From the U.S. to Foreign Corporations,
506-509
Contested Taxes
Payment of Foreign Tax Credits, 197
Contingency Payments
Intangible Property Sales, 80, 85
Contracts. See also Futures, Forward, or
Options Contracts
Boycott Agreements, 459-460,461-462
Executory, Integrated with Hedges, 649-651
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Hedging Transactions Involving Foreign
Currency, 643
Section 1256, 627-629, 651
Separate Allocations of Fees by Country, 80
Sourcing Income From National Principal,
96-97
Transactions Involving Nonfunctional
Currencies, 627-630
Control
Concept Applied to Business Entities,
562-563
Foreign Corporations by U.S. Shareholders,
346
Foreign Personal Holding Companies, 331
Controlled Foreign Corporations. See also
Section 482; Stock
Accounting Methods, 384-387
Allocation of Interest Expense, FTC
Limitation, 221-223
As Partners, Foreign Base Company Sales
Income, 284
Books and Records, 763-771
Branch Rule, 284-285
Characterizing Stock for FTC Limitation,
116
Commodity Transactions, 278
De Minimis Exception to Subpart F Rules,
612
Deemed Distribution of Income From,
307-313
Definition and Tests for Status, 259-268
Distributions From, 313
Dollar Election for Functional Currency in
QBUs, 624-625
Earnings Invested in U.S. Property, 299-305
Effective vs. Statutory Control, 266
FTC Limitation on Distributions, 218-219
Information Return Filing Requirements,
763-764
Insurance Income, 269
Look-Through Rules, FTC Limitation, 220
Multiple-Tier, Deemed-Paid Foreign Tax
Credits on Distributions, 247-249
Performance of Personal Services, 579
Related Persons Defined, 281
Sources of FPHC Income, 274-275
Stock Exchanges in Corporate
Reorganizations, 519-527
Stock Transactions, Section 1248, 498-499
Subpart F Provisions, 258-259
Tax Effects of Operations, 18-19
Thirty-Day Ownership Requirements,
Subpart F, 308
Translation of Distributions to Domestic
Corpo rations, 653
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Voting Power, 263-267
Controlled Groups. See also Section 482
Boycott Agreements or Related Activities,
459-461
Defined, DISC Qualified Export Receipts,

420-421
Defined, Possessions Corporations, 481
Foreign Investment Attributable to
Producer’s Loans, 442-443
Foreign Sales Corporation Membership, 396
Information Returns, 770-771
Copyright Royalties
Tax Treaties, 143
Corporate Partners
Apportionment Rules for Interest Expense,
109-110
Corporate Reorganizations
Foreign Corporations in U.S. Trade or
Business, 753-757
Involving U.S. Real Property Interests, 712,
715, 721-722
Property Transfers from the U.S. to Foreign
Corporations, 506-509
Corporate Shareholders
Domestic International Sales Corporations,
441-442,449
Majority Domestic, Making the Dollar
Election for A QBU, 625
Corporations. See Domestic Corporations;
Foreign Corporations; Possessions
Corporations; Stock; U.S. Persons
Costing
Domestic International Sales Corporations,
434-435
Foreign Sales Corporations, 409-412
Cost-Plus Method
Determining Arm’s-Length Prices, 597
Pricing Products and Services of Island
Affiliates, 487-488
Cost Sharing
Members of Controlled Groups, Section 482,
597
Method, Section 936 Credits Eligibility,
479-487
Country of Use
Sourcing Income from Intangible Property,
79-80
Cultural Climate
Foreign Business Locations, 29-30
Currency Swaps
Exchange Gains or Losses, 641

D
De Minimis Exception
Subpart F Deemed Distribution Rules,
221-222

De Minimis Rules
Foreign Base Company Income, CFCs, 612
De Minimis Tests
Controlled Foreign Corporation Gross
Income, 294
Debentures
Ownership Rules, 329
Debt. See also Nonrecourse Indebtedness
Bad, Foreign Corporation Computation of
Earnings and Profits, 384
Domestic International Sales Corporations,
426-427
Debt Instruments
Combined W ith Hedges as Integrated
Transactions, 644-651
Transactions Involving Foreign Currency
Translation, 631-640
Transactions Involving Nonfunctional
Currencies, 627-630
Deductions. See also Expenses; Losses; Research
and Development Expenditures
Allocation and Apportionment for Foreign
Sales Corporations, 412
Allocation and Apportionment to Classes
and Groupings of Gross Income, 98-101
Allowability in Computing Earnings and
Profits, 376-379
Allowed for Foreign Taxpayers, 684-687
Compared W ith Foreign Tax Credits, 6
Dividends-Paid, 336-337
Dividends-Received, 20, 65,107, 336
Foreign Taxes as Trade or Business Expenses,
177-178
Natural Resource Operations, 23
Related to Stewardship Expenses, 125
Time Limits for Foreign Taxes, 255
U.S. Taxpayers Working Abroad, Section
911,541-546
Deficits in Earnings and Profits
Accumulated Profits, 208-209
Controlled Foreign Corporations, 311-312
Domestic International Sales Corporations,
445
Foreign Tax Credits, 208-209, 250-251
Deposits in U. S. Banks
As Qualified Export Assets, 424

Index

Depreciation
Foreign Corporation Computation of
Earnings and Profits, 384
Methods Used In Determining Earnings and
Profits, 378
Personal Property, 84-85
Tax Treatment In Selected Foreign
Countries, 49, 52-53
Destination Test
Property Sold By Foreign Base Companies,
281-282
Direct Foreign Taxes
Determining Who Bears Legal Responsibility
for Payments, 188-189
Direct Labor Tests
Significant Business Presence of Possessions
Corporations, 482
DISC. See Domestic International Sales
Corporations
Dividend Equivalent Amount
Branch Profits Taxes, 730-737
Defined for Foreign Corporation Effectively
Connected Earnings and Profits, 731-732
Dividends. See also Deductions-DividendsReceived; Withholding Taxes
As FPHC Income, 275-277,332
CFC Stock Transactions Under Section 440,
498-505
Consent, 53
Constructive, 612
Deemed, 20, 76, 221-222
Defined, 72
Distribution of U.S. Real Property Interests,
709-710
Foreign Base Company Income, 289, 291
From Controlled Foreign Corporations, FTC
Limitation, 220-221, 224-225
From Foreign Corporations, Deemed-Paid
Credits, 198-199
From Noncontrolled Section 902
Corporations, FTC Limitation, 217-219
Income of Nonresident Aliens, 667-668
Paid By Domestic Corporations, 375
Preferential, Defined, 336
Qualified Export Receipts, 419
Resourcing, FTC Limitation, 229
Sourcing (Table), 72-76
Tax Treaty Provisions, 142-145
Taxation in Selected Foreign Countries,
44-48
Treatment of Gains From Disposition of
Stock in CFC, 191
Document Requests. See Formal Document
Requests
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Dollar Election
Accounting for Profits and Losses in a QBU,
654-660
Domestic Banks
Interest Received From Deposits in Foreign
Branches, 71
Domestic Corporations. Sec also Domestic
International Sales Corporations; Domestic
Subsidiaries; Eighty/Twenty Corporations;
Qualified Business Units; Stock; U.S.
Persons
Apportionment Rules for Interest Expense,
109-110
Asset Valuation in Qualified Business Units,
103-105
Computation of Earnings and Profits (With
Formula), 375-376
Dispositions of Stock From Foreign
Operations (Section 1248), 21
Distribution of U. S. Real Property Interests,
709-710
Dividends from Possessions Corporations,
490
Election to Treat Foreign Corporations as
Domestic, 515-516
Eligibility for DISC Status, 417-418,429
Foreign Tax Credits, 186
Foreign-Owned, Books and Records, 772
Interest Payments From, 70
Property Transfers From the U.S. During
Reorganizations, 506-509
Reorganizations, 519-527
Section 936 Election Filing Requirements,
773
Translation of Distributions From Foreign
Corporations, 653-654
U.S. Possessions Income (Section 936), 20
U.S. Real Property Holding Company Status,
706-710
Domestic International Sales Corporations. See
also Stock
Accounting Methods, 438
Actual Distributions, 446
Agreements With Suppliers, 429
Background, 393-394
Capitalization, 426-427
Consolidated Returns, 448
Criteria for Qualification, 417-429
Deemed Distributions, 439-443,452,455
Deficiency Distributions, 421-422,426
Disqualification, 443-444
Earnings and Profits, 445-446
Election to Status, 427-428
Eligibility for Section 936,490
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Foreign Tax Credits, 448
Former, 449
Income Determination, 429-438
Information Returns, 772-773
One-Seventeenth of Excess Income, 441-442
Payments of Commissions or Transfer Prices,
437-438
Penalties on Bribe- and Boycott-Produced
Income, 451-452
Qualified Export Assets Test, 422-423
Qualified Export Receipts Test, 418-422
Qualifying Distributions, 446
Tax Attributes, 417
Taxable Year, 414,438
Taxation, 16-17
Termination, 429
Domestic Subsidiaries
Engaged in Foreign Business, Employee Tax
Treatment, 65
Tax Effects of Foreign Business Operations,
15-16
Domicile
Compared W ith Residence, 536-537
Double Taxation. See Multiple Taxation
Dual-Capacity Taxpayers
Determination of Creditable Taxes, 180
Dutch Holding Companies. See Netherlands

E
Earnings and Profits
Adjustments to Taxable Income in
Computing, 376-381
Controlled Foreign Corporations, 311-312,
767
Deficits, Effect on FTC, 250-251
Domestic Corporations, Computation, 375380
Domestic International Sales Corporations,
438,444,446
Effectively Connected W ith U.S. Trade or
Business, 731-732
Foreign Corporations, Post-1986, 199-201,
380,392
Foreign Corporations, Pre-1987, 390-392
Foreign Sales Corporation Distributions,
415-416
Notices of Section 367 Transactions,
515-516
Qualified Electing Funds, 361
Section 1248 Treatment, 413,500-503
Separation of Current and Accumulated,
375-376

Tax Significance in Foreign Corporations,
373-374,384-385
U.S.-Dollar Approximate Separate
Transactions Method, 387-390
Economic Policies of U.S.
Toward Possessions, 463-464
Economic Process Requirements
Foreign Sales Corporations, 403-411
Economic Recovery Tax Act of 1981
Research and Development Expenses, 123
Tax Treatment of Dispositions of Foreign
Real Estate, 697-698
Effective Connection With U.S. Trade or
Business. See Earnings and Profits; Income
Eighty-Five-Percent Test
Economic Process Requirements, FSC, 403
Eighty-Percent Test
Possessions Corporation Gross Income,
466-467
Eighty-Percent-U.S.-Business Rule
Foreign Corporation Interest Expense, 743
Eighty/Twenty Corporations
Dividend and Interest Payments, 70, 72-74
Engineering Services
Generating Qualified Export Receipts, 419
Related to Export Property, Foreign Sales
Corporations, 397,400
Equalization Taxes
France, 46
Estates
Apportionment Rules for Interest Expense,
108-109
Deemed-Paid Foreign Tax Credits, 192
Election to Be Taxed at Domestic Corporate
Rates, 319-320
Eligibility for Foreign Tax Credits, 188
Generating FPHC Income, 333
Property Transfers From the U.S. to Foreign
Corporations, 508
Proportionally Owned Stock, 262-263
Sourcing Income Received, 93-94
Stock Ownership In Foreign Personal
Holding Companies, 327
Tax Treaties, 132
Estimated Tax Payments
Controlled Foreign Corporations, 321
Foreign Sales Corporations, 413
Excess Distributions
Gains from Distribution of PFIC Stock,
346-347
Passive Foreign Investment Companies,
355-360,367-368

Index

Excess Profits Taxes
Deduction by Foreign Personal Holding
Companies, 334
Exchange Gains or Losses
Disposition of Nonfunctional Currency,
630-631
Exchange Programs
Income From, as Effectively Connected With
U.S. Trade or Business, 670-671
Exchange-of-Information Agreements
Tax Treaties, 137
Excise Taxes
Property Transfers Abroad Under Section
1491, 527
Exclusive Apportionment Rule
Research and Development Expenses, 119
Executory Contracts
Hedged, 649-651
Eximbank Obligations
Qualified Export Assets, 423-424
Expatriation for Tax Avoidance, 694
Expenses. See also Business Expenses; Interest
Expenses; Research and Development
Expenditures
Allocation and Apportionment to Classes
and Groupings of Income, 98-101
Allocation Rules (Sections 861, 862, 864),
65-67
Deferral in Computing Earnings and Profits,
377
Export Promotion in DISCs, 436-437
Foreign Taxes Incurred in Production of
Income, 177-178
Taxpayers Working Abroad, Section 911,
542-545, 548-554
Export Administration Act of 1979, 421
Export Financing Interest
And FHPC Income, 275-277
Classified for FTC Limitation, 217
Defined, as Passive Income Exception, 214
Export Property
Defined for Qualified Export Receipts and
Assets of a DISC, 418
Foreign Trading Gross Receipts of an FSC,
397-398
Promotion Expenses in DISCs, 436
Sales Gains as Deemed-Distributions of a
DISC, 440
Export Trade Income
Previously Excluded, Withdrawal From
Investment, 770
Verification by U.S. Shareholders of CFCs,
770
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Exporting
Choice of Business Entity, 394
Direct, Tax Effect, 12
Incentives (DISC), 17
Incentives (FSC), 19-20

F
Facts and Circumstances
Method, Dual-Capacity Taxpayers, 180
Test for Operations Associated With
Boycott-Related Activities, 460-461
Fair Market Value
Asset'Method of Apportionment of
Expenses, 101,103, 114-115
Family Ownership Rules. See Stock
Attribution Rules
Fifty-Fifty Method
Computing Taxable Income of Island
Affiliates, 487-490
Fifty-Percent-Combined-Taxable-Income
Method
DISC Transfer Prices, 430-431, 433
Fifty-Percent Test
Economic Process Requirements, FSC, 403
Stock Ownership, CFC, 265-267
Substantial Assistance, 288-289
Financial Corporations
Affiliated Groups, 112-113
Financial Services Income
FTC Limitation, 216-217
Financial Statements in Controlled Foreign
Corporations, 765-767
Financing
Foreign Taxpayers Engaged in Active
Conduct of Business in the U.S., 678-679
First-Year Election
U.S. Residency for Alien Individuals,
665-666
Fixed Places of Business. See Offices or Fixed
Places of Business
Flow-Through Entities. See Estates;
Partnerships, S Corporations; Trusts
Force of Attraction
Foreigners Engaged in U.S. Trade or Business,
676
Tax Treaties, 142
Taxation of Foreign Persons, 662, 676
Foreign Base Company Income
Definition and Tax Treatment, 274
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Exclusions from Current Taxation Under
Subpart F, 292-294
FPHC, 274-280
General Tax Considerations, 23-25
Net, Computation, 295-296
Nonextraction, 291-292
Oil-Related, 291-292
Sales, 281-287, 768
Services, 286-289, 769
Shipping, 288-291, 769
Verification by U.S. Shareholders of CFCs,
769
Foreign Branches. See also Qualified Business
Units
Apportionment Rules for Interest Expense,
110-111

Branch Rule, 284
Losses, FTC Limitation, 239-240
Tax Effects of Operations, 12-15
Transfers of Assets W ith Previously Deducted
Losses, 509-513
Translation of Profits or Loss to U.S. Dollars,
652-653
Foreign Business Requirements
Interest Income Sourcing, 70
Foreign Corporations. See also Controlled
Foreign Corporations; Foreign Personal
Holding Companies; Foreign Sales
Corporations; Passive Foreign Investment
Companies; Qualified Business Units; Stock
Affiliated Groups, 112-114
Background and Characteristics, 257-260,
497-498
Branch Profits Tax on U.S. Operations,
729-757
Branch-Level Interest Tax, 739-740
Chain Ownership, Deemed-Paid Credits on
Distributions, 191
Computation of Earnings and Profits,
373-374, 380-392
Considered Engaged in a Trade or Business in
the U.S., 670-673
Control, 266
Deficit Carrybacks and Carryforwards, 209
Denial of Corporate Status in Certain
Transactions, 505-527
Dispositions of Stock, 21,498-499
Distributions From First or Multiple Tiers,
201-204
Dividend Distributions, Section 902,
198-209, 217-219
Dividend Equivalent Amount, 730-731
Dividend Payments From, 75-76
Domestic Personal Holding Company Status,
343-344

Earnings and Profits Post-1986,380-390
Earnings and Profits Pre-1987, 390-391
Effectively Connected Income, Interest
Deductions, 747-748
Election to Be Treated as Domestic, 724-727
Exceptions to Definition as a PFIC, 354-355
Exceptions to General Rule of Deferral,
345-347
Fixed and Determinable Income, 663
Foreign Tax Credit Eligibility, 186
Foreign-Owned, Books and Records, 771-773
Functional Currency for Multiple QBUs,
622-625
Gross Income Test for FPHC Status, 330-331
Gross Income Treatment for Determining
U.S. Tax, 683-684
Income From Real Property Treated as
Effectively Connected with U.S. Trade or
Business, 670-671
Income Tax Rates in Selected Foreign
Countries, 55-56
Interest Income From U.S. Bank Deposits,
71-72
Interest Payments From, 71
Liquidations, 516, 519-520, 752-757
Organizational Changes, Reporting, 776-778
Reorganizations, 516, 518-519, 753-757
Section 367 Transfers of Property, 505-527
Section 1248 Earnings and Profits Treatment,
500-503
Source-of-Income Rules, Importance, 63
Stock Transactions, Reporting, 776-778
Tax Avoidance Resulting in FPHC
Provisions, 324
Tax Effects of Operations, 18-19
Tax Reform Act of 1986 Effect on
Distributions, 198-209
Taxation on U.S.-Source Income, 661 -696
Termination or Incorporation of U.S. Trade
or Business, 749-757
Translation of Distributions to Domestic
Corporations, 653-654
Treaty Relief From U.S. Branch Profits Taxes,
736-737
U.S. Assets, Liabilities and Net Equity,
732-735
U.S. Corporation Treatment for Tax
Purposes, 266
U.S. Real Property Interests, 697-715
U.S.-Owned, Income Resourcing for FTC
Limitation, 228
Foreign Corrupt Practices Act, 387, 451
Foreign Countries
Choice for Business Locations, 27-38

Index

Defined for Residence of U.S. Citizens
Working Abroad, 539
Foreign Sales Corporation Locations, 395
Restricted Under Section 911, 555
U.S. Branch Profits Taxes Reduced by
Treaties, 736-737
Foreign Credit Insurance Association (FCIA)
Obligations as Qualified Export Assets, 424
Foreign Currency. See also Foreign Exchange
Rates; Functional Currency;
Hyperinflationary Currency
Blocked, 387
Fluctuation Requiring Adjustments to
Foreign Tax Credits, 196
Gains and Losses, 619, 625-630
Hedging Transactions, 643-651
Section 367 Property Transfers From U.S. to
Foreign Corporations, 509
Section 988 Transactions, 279, 625-630
Separate Pools Method for Interest
Deductions, 748-749
Transactions Effected by Foreign Entities,
652-660
Translations in Foreign Financial Statement
Adjustments, 383
Foreign Entertainers
U.S. Source Income Through Foreign
Corporations, 343
Foreign Excess Profits Taxes
Creditable, 177-178
Foreign Exchange. See Foreign Currency;
Foreign Exchange Rates
Foreign Exchange Rates. See also Foreign
Currency
Applied to Distributions of Earnings and
Profits, 201
As Subsidies, 182-183
Balance Sheets, 655
Income Statements, 656-657
Related to Claims for Foreign Tax Credits,
197-198
Translation of Currency in Computing
Earnings and Profits, 389
Foreign Governments
U.S. Real Property Interest, 727-728
U.S. Taxation, 687
Foreign Income. See also FPHC Income;
Income; Subpart F Income
Base Companies, 274-297, 768-769
Baskets (Categories) for FTC Limitation,
212-219
Blocked, 197,387
Capital Gain Net Income, 237
Classes, 66
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Community, Section 911, 547-548
Deferred Recognition, 16-17
Earnings Exclusions for Services Performed
Abroad by U.S. Residents, 65, 531-532
Effectively Connected With U.S. Trade or
Business, 679-687
From Countries Restricted Under Section
911,547-548
Married Couples Both Employed Abroad,
Section 911, 547-549
Oil and Gas, 230-233, 291-292
Received More Than a Year After Year in
Which Services Were Performed, 535-536
Tax Concessions for U.S. Taxpayers, 64-65
Taxation Problems, 5-7
Verification by U.S. Shareholders of CFCs,
768-771
Foreign Income Taxes
Allocation of Deductions to Gross Income,
125-126
Allocation to Income Categories, FTC
Limitation, 234-235
Comparative Review of Nine Foreign
Countries, 41-58
Creditable, 178-179, 546-547
Election to Accrue for Credit, 193
On Foreign Oil-Related Income, 231
Post-1986, 201
Statute of Limitations for Deductions or
Credits, 255
Foreign International Sales Corporations
Eligibility for Section 936, 490
Foreign Investment Corporations
Exclusion from PFIC Status, 355
Foreign Investment in Real Property Tax Act
of 1980
Tax Treaties, 130
Tax Treatment of Disposition of ForeignOwned Real Estate, 697-698
Foreign Investments
Attributable to Producer’s Loans, 442-443
Into the U.S., 32-33, 783-789
Foreign Investors Tax Act of 1966 (FITA)
Tax Treaties, 130
Taxation of Foreign Taxpayers, 661
Foreign Partnerships
Information Returns by U.S. Persons With
Interests, 775
Foreign Personal Holding Companies. See also
FPHC Income; Stock
Background and Statutory Requirements,
323-334
Books and Records, 774
Information Returns, 775
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Interaction of Rules With Subpart F and
Passive Foreign Investment Companies,
344
Liquidation, 343
Rules, Foreign Sales Corporations, 413
Rules, U.S. Shareholders of a CFC, 258-259
Status Changes, 343, 611
Tax Effects of Operations, 18-19, 23-25
Undistributed Income, 334-343
Foreign Persons. See also Nonresident Aliens
Holdings of U.S. Agricultural Land,
Reporting, 783-784
International Communications Income, 94
Investments in U.S. Business or Real Estate,
Reporting, 785-789
Ocean and Space Activity Income, 93
U.S. Real Property Interests, Filing
Requirements, 782-783
Foreign Policy Objectives of Foreign Taxation,
9-10
Foreign Qualified Business Units
Passive Income, 215
Foreign Sales Corporations. See also Stock
Background and Basic Requirements for
Organization, 393-397
Boycott Activities, 455
Distributions from Earnings and Profits to
Shareholders, 415-416
Economic Process Requirements, 403-404
Election of Status, 396, 414
Eligibility for Section 936, 490
Federal Income Tax Treatment, 404-416
Foreign Management Requirements, 402-403
Foreign Trading Gross Receipts, 397-402
Information Returns, 772-773
Personal Holding Company Provisions, 413
Tax Effects of Operation, 19-20
Tax Returns, 416
Taxable Year, 414
Termination, 415
Foreign Subsidiaries
Distribution of Accumulated Earnings, 199
Foreign Tax Credit Limitation, 210-237
Adjusting Basis of Stock in Certain
Corporations, 114-116
Allocation of Foreign Taxes Paid, 234-235
And Tax Treaties, 130-131
Background and Purpose, 210-213
Computation, 236-237
Distributions From Controlled Foreign
Corporations, 220-227
Foreign Income Categories, 213-219
Foreign Losses, 239-243
Foreign Oil and Gas Income, 230-234

General Limitation Income, 219
Relationship to Section 936 Credits,
470-471,476-477
Resourcing Income Paid by U.S.-Owned
Foreign Corporations, 227-229
Foreign Tax Credits
Adjustments to Claims, 196
Alternative Minimum Tax, 254
Background, 175-178
Capital Gains Treatment, 237-239
Carrybacks and Carryforwards, 243-244
Claim Forms and Required Documentation,
195
Claims Procedures, 760-761
Compared W ith Deductions, 6
Conversion of Foreign Taxes to U.S. Dollars,
197-198
Coordination W ith PFIC Rules, 370-371
Deemed-Paid, for Individuals, 319
Deemed-Paid, U.S. Corporate Shareholders,
17, 189-192
Disallowed for Certain Countries, 185-186
Distributions From Foreign Corporations to
Domestic Owners, 189-192
Domestic International Sales Corporations,
448
Eligible Persons and Entities, 187-189
Foreign Income Tax Considerations, 25
Foreign Loss Treatment, 238-243
Loss Equivalents, 512-513
Qualified Electing Funds, 371
Reciprocal, 186
Reduction on Account of Boycott Activities,
453-454
Relationship to Section 936 Credits,
470-471,476-477
Section 482 Allocation Effects, 609
Source-of-Income Rules Modified by
Treaties, 96-97
Statute of Limitations, 255
Tax Treaties, 134-135, 137
Timing Rules, 193-198
U.S. Shareholders of Foreign Personal
Holding Companies, 341-342
U.S. Taxpayers, 64
U.S. Taxpayers Working Abroad, Section
911,546-547
Foreign Tax Refunds
Adjustments to Claims for Foreign Tax
Credits, 196-197
Time Limits, 255
Foreign Taxation
Policy Objectives of Congress, 9-10
Foreign Taxes. See also Foreign Income Taxes
As Deductions, 177-179

Index

Conversion to U.S. Dollars, 193-194
Creditable, 177-187, 546-547
Deemed-Paid, Foreign Currency Translation,
653-655
Deemed-Paid on Distributions, Credits,
198-199
Defined, 179-180
Determining Who Bears Legal Responsibility
for Payments, 188-189
In Lieu of Income Taxes, for Credits, 184-185
Multiple Levies, 183-184
Redetermination, 255
Statute of Limitations for Deductions or
Credits, 255
Foreign Taxpayers. See also Foreign Persons;
Nonresident Aliens
Defined, 662-663
Engaged in Trade or Business in the U.S.,
671-675
Foreign Income Effectively Connected With
U.S. Trade or Business, 676-687
Gross Income Treatment for Determining
U.S. Tax, 683-684
Prior Law on Taxation, 661-662
U.S.-Source Fixed or Determinable Income,
663-670
Foreign Trade Income, 19
Foreign Sales Corporations, 404-406
Foreign Trading Gross Receipts
Foreign Sales Corporations, 397-402
Foreign Trusts
Information Returns, 775
U.S. Taxation, 688-694
Foreign War Profits Taxes
Creditable, 178-179
Form 90-22.1
Foreign Bank Accounts, 554
Form 673(FOD)
Income Earned Abroad by U .S. Citizens or
Residents, 554
Form 870-AD
Relief From Section 482, 613
Form 926
Filing Requirements, 776
Form 959
In Place of Form 5471 Information, 778
Form 972
Consent Stock, 337
Form 973
Consent Stock, 338
Form 1040
U.S. Residents Employed Abroad, 778-779
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Form 1040X
Adjustments to Foreign Tax Credits, 196
U.S. Residents Employed Abroad, 778-779
Form 1116
Documentation Supporting Credits, 195-196
Filing Procedures, 760
Form 1117, 194
Filing Procedures, 761
Form 1118
Documentation Supporting Credits, 195
Filing Procedures, 763
Form 1120
Section 936 Corporations, 774
Form 1120-DISC, 449
Filing Information, 772
Form 1120-FSC, 416
Filing Information, 773
Form 1120-IC-DISC
Filing Information, 772
Form 1120X
Adjustments to Foreign Tax Credits, 196
Form 2350
Filing for Taxpayers Qualified Under Section
911,556
U.S. Residents Employed Abroad, 778-779
Form 2555
U.S. Residents Employed Abroad, 778-779
Form 3520
Filing Information, 775
Form 3520-A
Filing Information, 775
Form 4563
U.S. Possessions, 774
Form 4876
DISC Election, 427-428
Form 5074
U.S. Possessions, 774
Form 5471
Filing, 763-766, 777-778
FPHCs, 773
Form 5472
Filing Information, 771
Form 5712
Filing Information, 774
Form 5713
Filing Information, 458-459
Form 5735
Filing Information, 774
Form 7004
Filing Information, 416
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Form 8279
Foreign Sales Corporations, 396, 414
Form 8288
Filing Requirements, 783
Form 8288-A
Filing Requirements, 783
Form 8288-B, 783
Form 8404
IC-DISCs, 773
Form 8621
Marking to Market Elections, PFIC, 366
Qualified Electing Fund Elections, 364
Stock Purged of PFIC Taint, 366-367
Form 8689
U.S. Possessions, 775
Form 8819
U.S.'Dollar Election, 388
Form ASCS-153
Filing Requirements, 785
Form BE (Series)
Department of Commerce Reports on
Investments Into the U.S., 785-789
Formal Document Requests
Foreign-Based Information, 778-779
Formed-or-Availed-of Test
Current Taxation of Subpart F Income, 294
Formula Method
Apportionment of Inventory Sales Income,
90-91
Forward Contracts. See Futures, Forward, or
Options Contracts
Forward Rate
Hedging Transactions Involving Foreign
Currency, 643
Four-Percent Gross Receipts Method
DISC Transfer Prices, 430
FPHC, See Foreign Personal Holding
Companies
FPHC Income, 18-19
Background, 323-324
Categories, 332-334
Defined, 213
Gross Income Requirements for Foreign
Personal Holding Companies, 330-332
Gross Income Test for PFIC Status, 348-349
Sources and Tax Treatment, 274-280
Tax Effects on Base Companies, 23-24
Undistributed, 334-342
Verification by U.S. Shareholders of CFCs,
768-769
France
Income Tax Comparative Review, 43

Franked Investment Income
United Kingdom, 48
FSC. See Foreign Sales Corporations
Fugitive Capital Rule
Producer’s Loans, 442-443
Full-Inclusion Tests
Controlled Foreign Corporation Gross
Income, 292
Full Section 964 Method
Earnings and Profits, 382, 389, 391
Functional Currency. See also Nonfunctional
Currency
Defined, 620
Foreign Branch and CFC Transactions,
619-625
Functional Currency Method
Earnings and Profits of Foreign Corporations,
380-387
Futures, Forward, or Options Contracts
Hedging Involving Foreign Currency, 643
Transactions Involving Nonfunctional
Currencies, 627-630

G
Gains
Dispositions of Nonfunctional Currency,
630-635
Foreign Exchange Transactions, 625-630
From Securities Transactions, as FPHC
Income, 332-333
Hedging Transactions Involving Foreign
Currency, 643-651
Section 367 Property Transfers or Exchanges,
505-516
Stock Transactions in Foreign Corporations
Under Section 1248,498-499
Translation of Distributions From Foreign
Corporations, 653-654
Treated as Dividend Income, Sale of Stock in
a CFC, 192
Gas Industry. See Oil and Gas Industry
General Limitation Income
Defined, 219
Generally Accepted Accounting Principles
Adjustments in Foreign Financial
Statements for Computing Earnings
and Profits, 382-384
Germany
Income Tax Comparative Review, 43
Gift Taxes
Tax Treaties, 132

Index

Goodwill
Sourcing Income From Sale or Use, 80, 85
Government Controls Over Foreign
Businesses, 28-29
Government Employees
Of Foreign Countries, U.S. Residency, 664
Grantor Trusts
Property Transfers From the U.S. to Foreign
Corporations, 508
Rules Applied to Foreign Trusts, 690-691
Stock Ownership, 263
Grease Payments, 452
Green Card Test
U.S. Residency, 42
Grievance Procedures in Tax Treaties, 136
Gross Income
Classes, 66, 98-101
Determination, 681-682
For Allocation of Foreign Taxes, 234-235
Foreign Personal Holding Company
Requirements, 325,330-331
Foreign Taxpayers With Effectively
Connected U.S. Income, 683-684
Of CFC, as Foreign Base Company Income,
292-295
Statutory and Residual Groupings, 97-101
Twenty-Five Percent Effectively Connected
Test, 75
U.S. Shareholders, 268-319
Gross Income Methods
Allocation of Interest Expense, FTC
Limitation, 224
Apportionment of Interest, 116
Apportionment of Research and
Development Expenses, 120-122
Gross Income Test
Passive Foreign Investment Companies,
348-349
Possessions Corporations, 466-467, 469-470
Gross Receipts Exceeding $10 Million
Taxable Income of DISC, DeemedDistribution, 441
Gross Receipts Test
U.S. Concept of Income, 181
Guam. See U.S. Possessions

H
Health Insurance
Premium Income of Controlled Foreign
Corporations, 272
Hedging Transactions
Commodities, 279
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Foreign Currency, 643-651
Foreign Exchange Contracts, 620
Purpose, 643
Taxation, 647-649
High Withholding Tax Interest Income
Noncontrolled Section 902 Corporations,
218-219
High-Taxed Income
Defined, FTC Limitation, 215
Exception in Distributions From Controlled
Foreign Corporations, 221
Exception to Current Taxation of Subpart F
Income, 294
U.S. Shareholders of CFC\PFIC\QEF, 369
Verification by U.S. Shareholders of CFCs,
768-771
Holding Companies. See also Base Companies;
Foreign Personal Holding Companies
Offshore, Tax Considerations, 33-38
Horticultural Products
Related Foreign Trade Income, 405
Housing Costs
U.S. Citizens Working Abroad, 540-542, 549
Hyperinflationary Currency
Defined, 388
Effect on Foreign Tax Liability, 196

I
IC DISC. See Domestic International Sales
Corporations—Background
IFP. See Independent Factory or Production
Price Method
Illegal Foreign Bribes
Foreign Corporation Earnings and Profits,
387
Penalties, 451-452
Subpart F Income, 297
Income. See also Dividends; Foreign Income;
Interest Income; Passive Income; Subpart F
Income; U.S. Income; various activities
producing income (that is, Transportation
or Personal Services)
Acceleration in Computing Earnings and
Profits, 377-379
Allocation Rules (Sections 861-865), 65-68
Base Erosion Test for Foreign Corporations,
737-738
Blocked, 197, 612
Boycott-Related, 452-453
Categories for DISC Qualification, 418-423
Classes, 75-76
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Conversion of Ordinary to Capital Gains, 20
Creation Under Authority of Section 482,
566
Earned vs. Unearned for Exclusion Under
Section 911,531-532, 536
Effectively Connected W ith U.S. Trade or
Business, 71-72, 75-76
Exempt, 105-106
Fixed or Determinable, 666-667, 681
Geographical Sourcing Rules, 63-128
Splitting to Reduce Taxes, 559
Tainted. See Subpart F Income
Type or Use Influencing Choice of Business
Entity, 23-25
U.S. Concept, in Determining Creditable
Foreign Taxes, 181
Income Equalization
Foreign Financial Statement Adjustments,
383-384
Income Statements
Foreign Exchange Rates, 655-656
Income Taxes. See also Foreign Income Taxes;
Local Income Taxes; State Income Taxes
Deduction by Foreign Personal Holding
Companies, 334
Tax Treaties, 132-133, 138
Incorporating Talent
Personal Services Contracts, 333
Independent Factory or Production Price
Method (IFP)
Apportionment of Inventory Sales Income,
88-90
Indirect Foreign Taxes
Determining Who Bears Legal Responsibility
for Payments, 189-192
Indirect Property Transfers
From the U.S. to Foreign Corporations,
507-509
Individuals. See also U.S. Persons
Activities as Qualified Business Units,
620-621
Apportionment Rules for Interest Expense,
108-109
Election to Be Taxed at Domestic Corporate
Rates, 319-320
Eligibility for Foreign Tax Credits, 186-188,
192
Income Tax Treatment in Selected Foreign
Countries, 39-58
Section 1248 Limit of Taxation, 504-505
Stock Ownership, Foreign Personal Holding
Companies, 325-327
Transactions Involving Nonfunctional
Currencies, 627-630

Industrial and Commercial Profits. See Profits
Industrial Incentives A ct of 1978
Tax Exemption in Puerto Rico (Table),
490-491
Industrial Royalties
Tax Treaties, 143
Ineligible Corporations
DISC Status, 429
Information Returns
Controlled Foreign Corporations and
Controlling U.S. Persons, 763-770
Controlled Groups, 771
Domestic International Sales Corporations,
772- 773
Foreign Corporation Organizational
Changes, 775-777
Foreign Investment in Agricultural Lands,
784-785
Foreign Investment in U.S. Business or Real
Estate, 784-788
Foreign Partnership Interests, 775
Foreign Personal Holding Companies,
773- 774
Foreign Persons W ith U.S. Real Property
Interests, 783
Foreign Sales Corporations, 772-773
Foreign Trusts, 775
Foreign-Owned Corporations, 771-772
Miscellaneous Foreign Operations, 775-776
Notice of Section 367 Exchanges, 515-516
Passive Foreign Investment Companies, 364
U.S. Real Property Interest Distributions, 716
Installment Obligations
Section 367 Property Transfers From U.S. to
Foreign Corporations, 509
U.S. Assets, 734
Insurance
Defined for CFC Purposes, 270
For Risks Outside Country Wh ere Insurer Is
Located, 269-274
Insurance Companies
Taxed as Foreign Corporations, 259-260
Insurance Income
Effectively Connected W ith U.S. Trade or
Business, 273
From Active Conduct of Business, 349
In Gross Income of U.S. Shareholders of
CFCs, 269-273, 292
Related Persons, 273
Verification by U.S. Shareholders of CFCs,
767
Intangible Property
Allocation of Research and Development
Expenses, 116-124

Index

Asset Test for PFIC Status, 351
Contingency Prices, 79-80
Defined, 480-481

Possessions Corporation Source-of-Income,
479-490
Sales Gains Influenced by Statutory or Treaty
Provisions, 86
Sourcing Income From Sales or Use, 79-80,
85
Transfers or Use Among Members of
Controlled Groups, 585-597
Transfers to Foreign Corporations, 526-527
U.S. Assets, 733
U.S.-Source Income for Foreign Taxpayers,
667
Inter Vivos Trusts

Foreign, 691
Interaction Rule
Export Financing Interest, 214
Related Person Factoring Income, 214
Interest. See also Interest Expense; Interest
Income
Defined, 68
Disqualified, 684-687
High Withholding Tax, 215-216
Paid by U.S. Trade or Business of Foreign
Corporations, 739-747
Interest Charge DISC. See Domestic
International Sales Corporations—
Background
Interest Expense
Allocation, 66-67,103-116, 222
Allowable Deductions, 107-108
Apportionment, 101,103-116
Deduction Limitations by U.S. Affiliates of
Foreign Investors, 685-686
Foreign Corporations W ith U.S. Trade or
Business, 739-740
Foreign Currency Translation, 631-640
On DISC-Related Deferred Tax Liability, 444
Synthetic Debt Instruments, 647
Interest Income. See also Export Financing
Interest
As FPHC Income, 275-277,332
Creation Under Authority of Section 482,
566
Equivalents as FPHC Income, 280
Foreign Base Company Oil-Related Income,
291-292
Foreign Base Company Shipping, 288-290
Foreign Currency Translation, 631-640
From Controlled Foreign Corporations, FTC
Limitation, 248-250
Nonresident Aliens, 667-668
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Portfolio Interest, 72
Producer’s Loans, Deemed-Distribution, 439
Qualified Export Receipts, 419
Resourcing, FTC Limitation, 227-230
Sourcing, 68-72
Synthetic Debt Instruments, 647
Tax Treaty Provisions, 142
Taxation in Selected Foreign Countries,
44-48
Internal Revenue Code
Interaction W ith Tax Treaties, 130-132
International Boycott Factor
Related Definitions, 455-457
International Boycotts and Related Activities
Agreements, 459-461
Countries Requiring Participation, 460
Related Income, 297,452-458
Required Reporting, 457-462
Section 999 Provisions Applied to Foreign
Sales Corporations, 413-414
Tax Penalties for Participation, 452-461
International Canadian Corp.
Case Concerning Active Conduct of a Trade
or Business, 467-469
International Communications Income
Defined, 94
International Investment Survey Act of 1976
Foreign Investments In U.S. Business or Real
Estate, 785
International Organizations
Branch Profits Taxes, 730
U.S. Real Property Interests, 727-728
U.S. Taxation, 687-688
Inventories
Foreign Corporation Computation of
Earnings and Profits, 384
Section 367 Property Transfers From the U.S.
to Foreign Corporations, 509
Securities Dealers, Asset Test for PFIC
Status, 352
Sourcing Income From Sales, 82-84, 86-92
U.S. Assets, 733
Investment Credits
Loss Equivalents, 513
Investment Income. See also specific types
such as Interest
Foreign Sales Corporations, 405
Franked, 48
Qualified Possessions-Source, 477-478
Tax Treaty Benefits, 136-137
Tax Treaty Provisions, 141-142
Taxation in Selected Foreign Countries,
44-48
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Investments in Less-Developed Countries
Withdrawal of Previously Excluded
Subpart F Income From Investment,
297-299
Italy
Income Tax Comparative Review, 43

J
Japan
Income Tax Comparative Review, 43
Joint-Stock Companies
Taxed as Foreign Corporations, 259-261

K
Kickbacks. See also Illegal Foreign Bribes
Foreign Corporation Earnings and Profits,
115
Subpart F Income, 297

L
Land and Its Products and Improvements. See
also Agricultural Land
As U.S. Real Property Interests, 699
Leased Property
Section 367 Transfers From U.S. to Foreign
Corporations, 509-510
Leasing
Export Property, Foreign Sales Corporations,
399
Legal Fees
Allocation to Gross Income, 125
Legal Liabilities
Domestic Subsidiaries, 15
Foreign Branch Operations, 13
Legging In or Out
Hedging—Debt Instrument Combinations,
645-646
Liabilities
Connected W ith U.S. Trade or Business,
745-747
Foreign Financial Statement Adjustments,
383
U.S., Determination, 735-736
Liability Insurance
Premium Income of Controlled Foreign
Corporations, 270-272

Licenses and Licensing
Income Sourcing, 79-80
Tax Effect, 12
Life Insurance
Premium Income of Controlled Foreign
Corporations, 272
Liquidations
Distribution of U.S. Real Property Interests,
709-710
Foreign Corporations, 515, 518-519
Foreign Corporations in U.S. Trade or
Business, 752-757
Foreign Personal Holding Companies, 343
Loans. See also Producer’s Loans
As Qualified Export Assets, 425
Between Members of Controlled Groups,
576,577
Passive Foreign Investment Companies to
Shareholders, 363
Related-Person, for Altering Characterization
of Dividends, 225-226
To Underdeveloped Countries, Withholding
Taxes on Interest, 215-216
U.S. Persons to Foreign Corporations,
Sourcing Rule, 642-643
Local Income Taxes
Allocation of Deductions to Gross Income,
125-126
Look-Through Rules
Allocation or Apportionment of CFC Stock,
116
Classification of Foreign Corporation as
PHCs, 353-354
Controlled Foreign Corporations, FTC
Limitation, 220-222
Dividends From Active Foreign Business, 73
How-Through Entities, FTC Limitation, 226
Gross Income, Foreign Personal Holding
Companies, 330-331
Interest Income Sourcing (Section 861), 70
Order of Application, 227
Passive Income Determination, 348
Losses. See also Capital Losses; Net Operating
Losses
Disposition of Property, 127
Dispositions of Nonfunctional Currency,
630-643
Foreign Exchange Transactions, 625-630
Foreign Oil and Gas Extraction, 233-234
From Foreign Operations, FTC, 239-243
Hedging Transactions Involving Foreign
Currency, 643-651
Involving U.S. Assets, 733
Passive Activity, 107

Index

Previously Deducted, Property Transfers
Under Section 367, 509-516
Property Transfers or Exchanges Under
Section 367,505-506
Tax Treatment in Foreign Branches, 12-15
Translation of Distributions From Foreign
Corporations, 653-654
Translation to U.S. Dollars in Foreign
Branches, 652-653
Luxembourg
Holding Companies, 36-37

M
Management
Of Foreign Corporations, Fixed Places of
Business in the U.S., 680-681
Management Fees
Foreign Branches, 14
Managerial Services
Generating Qualified Export Receipts, 419
Related to Export Property, Foreign Sales
Corporations, 398
Manufacturing
Compared W ith Assembling in a DISC,
422-423
Defined for Property Sold by Foreign Base
Companies, 282
Puerto Rican Tax Benefits, 490-491
Manufacturing Branch Rule. See Branch Rule
Manufacturing Intangibles
Domestic International Sales Corporations,
434
Market Discount
Foreign Currency Translation, 638
Marking-to-Market Elections
PFIC Shareholders, 366
Married Couples Employed Abroad
Income and Housing Costs, 547-550
Mexico
Income Tax Comparative Review, 43
Military Property
DISC Income, Deemed-Distribution,
439-441
Related Foreign Trade Income, 405
Mineral Production. See Natural Resource
Operations
Mirror Code
Virgin Island Taxation, 495-496
Moratoriums
Apportionment of Research and
Development Expenses, 123-124

809

Moving Expenses
U.S. Taxpayers Taking Employment in
Foreign Countries, 550-552
Multiple Tax Benefit Limitations
Alleviation by Treaties, 22,129-130,
134-135
Alleviation Through Deductions and Foreign
Tax Credits, 6
Foreign Personal Holding Company
Provisions, 342
Foreign-Source and Domestic-Source
Income, 178
Shareholder Relief, 44
Side Effect of Section 482 Allocations,
609-610
Source-of-Income Rules Modified by
Treaties, 97-98

N
Natural Resource Operations. See also Oil and
Gas Industry
Choice of Business Form, 23
Compensation Connected W ith Projects on
Continental Shelf, 78
Foreign Branch Operations, 13-14
Rents and Royalties, 79, 80,143
Sourcing Income, 94-95
Net Income Test
U.S. Concept of Income, 181-182
Net Operating Losses
Allocation and Apportionment of
Deductions, 127
Carryforwards in Foreign Branches, 14
Foreign Personal Holding Companies, 336
Foreign Sales Corporations, 412
Tax Treatment in Selected Foreign
Countries, 53
Netherlands
Dividends and Interest, 48
Holding Companies, 33-38, 43-44
Income Tax Comparative Review, 43-44
Netting Rules
Foreign Tax Credit Limitation, 222, 234
Net-Worth Method
Translation of Profit or Loss in Foreign
Branches, 652-653
No-Loss Rules
DISC Transfer Prices, 432
Foreign Sales Corporation Transactions, 406,
408-409
Noncontrolled Section 902 Corporations
Allocation and Apportionment of Stock
Value, 114-116
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Dividends From, FTC Limitation, 217-219
High Withholding Tax Interest Income,
218-219
Nondiscrimination Provisions in Tax Treaties,
138-139
Nonfunctional Currency
Dispositions, Exchange Gains and Losses,
630-635
Section 988 Transactions, 626-630
Nonmanufacturing Intangibles
Defined for Possessions Corporations, 484
Nonrecourse Indebtedness
Allocation Rules for Interest Expense,
110-111
Nonresident Aliens. See also Foreign Persons;
Foreign Taxpayers
Community Income, 78, 547-548, 682-683
Compensation for Services Performed in the
U.S., 76-77
Considered Engaged in a Trade or Business in
the U.S., 671-675
Dispositions of U.S. Real Property Interests,
697-702
Effectively Connected Income, 75-76
Eligibility for Foreign Tax Credits, 187
Family Attribution Rules, 262
Fixed and Determinable Income, 661-662
Gross Income Treatment for Determining
U.S. Tax, 683-684
Income From Real Property Treated as
Effectively Connected With U.S. Trade or
Business, 676-687
Interest Expense Apportionment, 109
Interest Received From U.S. Bank Deposits,
71-72
Married to U.S. Citizens or Residents,
695-696
Prior Law on U.S. Taxation, 661-662
Source-of-Income Rules, 63
Stock Ownership, Foreign Personal Holding
Companies, 327
Tax Home in U.S., 81
Tax Treaty Benefits vs. Residency for Tax
Purposes, 130
Undistributed FPHC Income, 338-339
U.S. Tax Rates, 686-687
U.S.-Source Income, 661-687
Northern Mariana Islands. See U.S.
Possessions
Notes Receivable
U.S. Assets, 733
Notional Principal Contracts
Exchange Gains or Losses, 639-640
Sourcing Income From, 96-97

Transactions Involving Nonfunctional
Currencies, 627

o
Ocean Activities
FTC Limitation, 217
Income Sourcing, 93
OECD. See Organization for Economic
Cooperation and Development
Offices or Fixed Places of Business
Effectively Connected Income of
Nonresident Aliens, 75-76
Foreign Sales Corporations, 396
Sourcing Income From Personal Property
Sales, 86
United States, 674, 680-681
Oil and Gas Industry. See also Natural
Resource Operations
Foreign Income, FTC Limitation, 230-234
Income From Foreign Base Company
Activities, 291-292
1.83-Percent-of-Gross-Receipts Method
Administrative Pricing, FSC Transactions,
406-407
$1 Million Threshold Test
Foreign Base Company Income, 292
One-Taxpayer Rule
Affiliated Groups, 67,102
Operations Associated W ith Boycott
Activities, 455,459-461
Option Contracts. See Futures, Forward, and
Options Contracts
Organization for Economic Cooperation and
Development (OECD)
Comparison of Tax Revenues in Various
Countries (Table), 40-41
Model Treaty, 147
Tax Climate of Members, 31
Tax Treaty Models, 146
Original Issue Discount
Foreign Currency Translation, 635-636
Obligations Held by Nonresident Aliens, 667
Ownership
Concept Applied to Business Entities, 562563

p
Partial Section 964 Method
Earnings and Profits Computation, 382
Earnings and Profits of Foreign Corporations,
390

Index

Participation Exemption
Netherlands, 43-44, 48
Partnership Interests
As U S . Assets, 734-735
Transfers From the U.S. to Foreign
Corporations, 506-510
Treated as Entirely USRPIs, 724
Partnerships. See also Foreign Partnerships
Boycott-Related Activities, 459
Election to Be Treated as Qualified Funds,
628-629
Election to Treat Futures Contracts or
Options Under Section 988, 628
Expenses of Partners Working Abroad,
544-545
Foreign Base Company Income, 284, 289,
291
Foreign Corporations as Partners, U.S. Trade
or Business, 745, 749
Foreign Operations, Tax Effects, 15
Foreign Partners Considered Engaged in
Trade or Business in the U.S., 673-674
Foreign Tax Credit Eligibility, 187-188
Income Treatment of Foreign Resident
Partners, 534
Interest Expense Apportionment, 109-110
Look-Through Rules, FTC Limitation,
226-227
Proportionally Owned Stock, 263
Qualified Electing Fund Elections, 363-364
Sourcing Income Received, 95
Stock Ownership, Foreign Personal Holding
Companies, 327-329
Taxed as Foreign Corporations, 261
Passive Assets
Characterization, 350-353
Passive Foreign Investment Companies. See
also Stock
Annual Information Statements, 364
Coordination of Rules With Other Tax Code
Provisions, 365-371
Interaction With Foreign Personal Holding
Company Rules, 344
Limitation of Tax Deferral or Savings on
Foreign Income, 346-348
Purpose and Definition of Status, 347-355
Qualified Electing Fund Election, 361-367
Rules, U.S. Shareholders of a CFC, 258-259
Shareholder Taxation, 355-369
Sources of FPHC Income, 275
Tax Effects of Operations, 18-19, 24
Time for Determination of Status, 367
Passive Income
Categories for FTC Limitation, 213-219
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Defined, With Exceptions, 213-215
Gross Income Test for PFIC Status, 348-349
Tax Effects, 23-24
Passport Applications, 556-557
Payment Dates in Foreign Exchange
Transactions, 626
Payrolls Associated With Boycott Activities,
456
Peace Corps Volunteers, 557
Penalties
Failure to File Various Forms. See specific
Form
Illegal Payments Under Foreign Corrupt
Practices Act, 451
International Boycott Activities, 452-458
Section 482 Price Adjustments, 608-609
Pensions
Ineligible for 911 Exclusion, 535
Per-Country Limitation
Foreign Tax Credit Limitation, 211
Permanent Establishments
Tax Treaty Provisions for Business Profits,
137,139-140
Test for Trade or Business in the U.S., 672
Personal Holding Companies
Foreign Corporation Status, 343
Penalty Taxes, 324
Status Affected by Section 482
Allocations, 611-612
Personal Property
Associated W ith Use of Real Property, as
USRPI, 699-700
Depreciable, 84-85
Produced or Manufactured, 87-91
Purchased, 81-88
Rents and Royalties, 79-80, 277
Sale of Artistic Works, 77
Sales Through Fixed Places of Business, 86
Sourcing Income From Sales, 67, 81-92
Title Passage Rule, 82-86
Transactions Generating Foreign Base
Company Sales Income, 87-93
U.S. Assets, 732
Personal Service Income
As FPHC Income, 333
From Foreign Base Companies, 286-289
Tax Treaties, 136-137, 143-144
Personal Services
As Integral Parts of a Business, 581
Between Members of Controlled Groups,
Section 482, 579-581
Performance in U.S. by Alien for Foreign
Employer, 673
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Performed by a CFC for Related Persons, 287
Persons. See also Related Persons; U.S.
Persons
Defined for Tax Treaty Purposes, 138
PFIC. See Passive Foreign Investment
Companies
Physical Facilities in Contracting Countries
See Permanent Establishments
Physical Presence Test
Foreign Residency of U.S. Citizens, Section
911,539-540
Pooling
Distributions From Accumulated Earnings
and Profits, 198-199, 208, 209
Portfolio Interest
U.S.-Source Income of Nonresident Aliens,
667-668
Possession Sales
Products and Services of Island Affiliates,
485
Possessions Corporations
Active Conduct of a Trade or Business,
467-469
Combined-Taxable-Income Method,
479-482,487
Cost-Sharing Method of Computing Taxable
Income, 479-482,483-490
Distributions to Meet Qualification
Requirements, 469
Dividends From, 74-75,478-479
Gross Income Test, 466-467
Gross Income Treatment, 683
Intangible Property Income, 479-490
Liquidation, 86
Place of Receipt vs. Destination of Business
Income, 470
Section 936 Election Filing Requirements,
774
Shareholder Benefits, 465-466
Significant Business Presence, 480-481
Tax Credits, 465-466
Post-1986 Earnings and Profits
Defined for Shareholder of a PFIC, 368-369
Post-1986 Foreign Income Taxes
Defined, Foreign Corporations, 200
Post-1986 Undistributed Earnings
Defined, Foreign Corporations, 200-201
Preservation Provisions
Tax Treaties, 139
Previously-Taxed Income Accounts
DISC Earnings and Profits, 445
Pricing Rules
Administrative, 404, 406-407

Arm’s Length-Price, Section 482, 575-584
DISC Transfer Prices, 430-434
Effect on Foreign Sales Corporation Income,
404-409
Intercompany Transactions W ith Puerto
Rican Affiliates, 491-492
Products and Services of Island Affiliates,
486-487
Puerto Rico, 606
Principal Residences
As U.S. Real Property Interests, 720
Sale or Rental Wh en Moving Abroad for
Employment, 552
Private Export Funding Corporation
Obligations as Qualified Export Assets,
419-420,424
Produced Inventory
Defined, 86
Producer’s Loans
Fugitive Capital Rule, 442-443
Interest as Deemed-Distributions in DISCs,
439-440
Qualified Export Assets of a DISC, 425
Professional Athletes
From Foreign Countries, U.S. Residency, 665
Profit-and-Loss Method
Translation of Profit or Loss in Foreign
Branches, 652-653
Profit-and-Loss Statements
Preparation and Adjustments for Computing
Foreign Earnings and Profits, 382-387
Profits
Accumulated, Pre-1987, 206-209
Tax Treaty Provisions, 136-137, 139-140
Translation to U.S. Dollars in Foreign
Branches, 652-653
Profit-Split Method
Arm’s-Length Allocation of Combined
Operating Profit or Loss, 591-593
Possessions Corporation Intangible Property
Income, 479,482,487-488
Proof-of-Credit Requirements
Foreign Tax Credits, 195
Property. See also Export Property, Intangible
Property; Personal Property; Property
Transfers; Real Property; U.S. Property
Depreciable as Nonpassive Asset, 352
Disposition, Losses, 127, 242-243
Income as Effectively Connected W ith U.S.
Trade or Business, 677-678
Insured by Controlled Foreign Corporations,
271
Readily Marketable, in Test for Foreign
Income Taxes, 181

Index

Rights in Foreign Business Locations 27-29
Sales Gains as Deemed-Distributions of a
DISC, 440
Sales Within Controlled Groups, Section
482, 597-607
Property Transfers
Abroad Under Section 1491, 527-528
Among Members of Controlled Groups, 585
Excise Taxes, Section 1491, 527-528
From the U.S. to Foreign Corporations,
506-510
From U.S. to Foreign Operations, Reporting,
776
Section 367, 505-527
To Foreign Branches, 13
To Foreign Trusts, 689-690
Puerto Rico
Corporations Excluded From CFC Status,
318
Pricing Rules, 606
Qualified Possessions-Source Investment
Income, 477
Sourcing Income From Sale of Stock, 82
Tax Benefits, 64, 490-493
Taxation of Residents, 493-495
Purchases
Associated W ith Boycott Activities, Defined,
456

Q
QBU. See Qualified Business Units
QEF. See Qualified Electing Funds
Qualified Business Units (QBU)
Asset Valuation, 103-104
Defined, 621-622
Dollar Election, 387-390,624-625
Functional Currency Considerations, 621624
Income From Notional Principal Contracts,
96-97
U.S.-Dollar Approximate Separate
Transactions Method, 387-390,654-655
Qualified Electing Funds
Coordination of Section 1291 With
Shareholder Taxation, 365-366
Coordination W ith Foreign Tax Credit
Rules, 370-371
Coordination W ith Subpart F, 368-369
Deferral of Taxes on Undistributed Earnings,
363
Election Procedure, 363-364
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Passive Foreign Investment Companies, 19,
346
Shareholder Taxation, 361-367
Qualified Export Assets
DISC Eligibility Test, 422-423
Generating DISC Income, 417-422
Qualified Export Receipts
DISC Eligibility Test, 418-423
Foreign Tax Credits, 449
Qualified Funds
Partnership Elections, 628-629
Qualifying Participation
Dutch Holding Companies, 36

R
Real Estate. See Real Property
Real Property. See also Agricultural Lands;
U.S. Real Property Interests
Disposition of Foreign-Owned, 697-699
Income Treated as Effectively Connected
With U.S. Trade or Business, 670-671, 678
Puerto Rican Tax Benefits, 490
Rent and Royalty Income, 79-80, 277
Reporting on Investments in U.S. by Foreign
Persons, 783-789
Sourcing Sales Income, 81
Tax-Avoidance Transfers, 723-724
Tax Treaty Effect on Income, 139-140, 143
Realization Test
U.S. Concept of Income, 181
Recapture Rules
Foreign Losses, 239-243
Refunds. See Foreign Tax Refunds
Regulated Investment Companies
Eligibility for Foreign Tax Credits, 186
Foreign Tax Credits Passed to Shareholders,
192
Reinsurance
Defined for CFC Purposes, 270
Related Parties. See Related Persons
Related Person Dividends
Gross Income, Foreign Personal Holding
Companies, 330-331
Related Person Factoring Income
Defined, as Exception to Export Financing
Interest, 214
Foreign Base Company Income, 292
Related Person Interest
From Controlled Foreign Corporations, FTC
Limitation, 222-224
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Gross Income, Foreign Personal Holding
Companies, 329
Resourcing, FTC Limitation, 228
Related Persons. See also Section 482
Captive Insurance Income, 272-274
Defined for Possessions Corporations, 481
DISC Transaction Problems, 430-431
Fair Market Value Election, 104
Foreign Base Company Income, 281-282, 291
Foreign Personal Holding Companies,
330-331
FPHC Income, 275-278
Indebtedness in Affiliated Groups, 114
Indebtedness Rules, 111
Interest Income Sourcing, 70
Mutual Interest Payments, 227
Noncontrolled Section 902 Corporations and
CFCs, 217-218
Personal Services by a CFC, 287-289
Rental Activities
Taxpayer’s Principal Residence, When
Relocating Abroad, 552
Rents
As FPHC Income, 275-278, 333-334
Deductions Allowed by Foreign Personal
Holding Companies, 336
From Controlled Foreign Corporations FTC
Limitation, 224
Sourcing, 79-80
Repotting Corporations
Foreign-Owned U.S. Trade or Business,
771-772
Reporting Requirements. See Information
Returns; Surveys and Reports
Resale Price Method
Determining Arm’s-Length Prices, 597-599
Pricing Products and Services of Island
Affiliates, 487-488
Research and Development Expenditures
Allocation and Apportionment, 117-124
Cost-Sharing Payments of Island Affiliates,
483-484
Legislation Concerning Apportionment
Rules, 123-124
Product Areas, Island Affiliates, 485-486
Tax Incentives in Selected Foreign
Countries, 53
Residence-of-Seller Rule
Sourcing Income From Personal Property
Sales, 81-87
Residency. See also Principal Residences; Tax
Homes
Application for Permanent Status in U.S.,
556-557

Borrowers, Sourcing Interest Income, 68-70
Business Entities, 41-44, 82
Certification for Treaty Beneficiaries, 134
Defined for Tax Treaty Purposes, 138
Dividend Income Sourcing, 72
Election of U.S., by Nonresident Alien
Spouse, 695-696
Foreign Corporations W ith Treaty Relief
From U.S. Branch Profits Taxes, 736-737
Foreign Trusts and Their Beneficiaries,
687-691
Individual Taxation in U.S. Possessions and
Puerto Rico, 494-496
Personal Property Sales, 81-86
Personal Service Income, Tax Treaty
Treatment, 143-146
Persons W ith Life or Health Insured by a
CFC, 272
Sourcing of Foreign Currency Gains or
Losses, 642
United States, 663-667
U.S. Citizens Working Abroad, 77-80
529-531, 536, 540-541
Waiver of Period of Stay in Foreign
Countries, 540
Resident Aliens
Eligibility for Foreign Tax Credits, 186-187
Interest Payments From, 70-71
Retirement Plan Income
Sourcing, 77
Return of Capital, 375
Revenue Act of 1916
Origination of Earnings and Profits Concept,
376
Revenue Act of 1918
Foreign Tax Credits, 175-176
Revenue A ct of 1962
Capital Gains, 21
Foreign Insurance Companies, 269
Income Earned by Foreign Corporations, 258
Tax Treaties, 130
Rhythm Method
Maximizing Deemed-Paid Credits, 199
Risks
Deemed Located Outside Country From a
CFC Insurer, 272
Foreign Currency Transactions, 643
Location of Foreign Business Operations, 28
Offs hore Holding Companies, 33-36
Shifting and Distribution in Insurance
Contracts, 269
Round-Trip Travel
Sourcing Income From Transportation
Activities, 90-91

Index

Royalties. See also Superroyalty Provision
As Earned Income, 532
As FPHC Income, 275-278, 332
Classification in Tax Treaties, 143
Computer Software, 333
From Controlled Foreign Corporations, FTC
Limitation, 224
On Artistic Works, 77
Sourcing, 79-80, 85
Ruling Requirement
Foreign Corporation Residency Test, 739
Ryukyu Islands. See Bonds—Purchased by
Nonresident Aliens

s
S Corporations
Election to Treat Futures Contracts or
Options Under Section 988, 628
Foreign Tax Credit Eligibility, 187
Look-Through Rules, FTC Limitation, 226
Qualified Electing Fund Elections, 363-364
Sourcing Income Received, 96
Safe Harbor
Formula Method, Dual-Capacity Taxpayers,
180
Salaries. See Compensation
Sales
Associated W ith Boycott Activities, 456
Commodities, Active Qualified, 278-279
Export Property, Foreign Sales Corporations,
399
Income, Distinguished From Use or License
Fees, 80
Intercompany Transactions W ith Puerto
Rican Affiliates, 491-492
Possession, 485
Uncontrolled, Defined, 597-598
Sales Branch Rule. See Branch Rule
Sales Method
Apportionment of Research and
Development Expenses, 118-120
Savings Provisions in Tax Treaties, 139
Schedule K
DISCS, 449, 772
IC-DISCs, 772
Schedule N
DISCS, 772
Schedule P
DISCS, 449, 772
FSCs, 773
IC-DISCs, 773
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Schedule Q
IC-DISCs, 24
Second Foreign Households, 541
Section 332 Liquidations
Distribution of U.S. Real Property Interests,
710-711
Section 338 Elections
Foreign Corporation Termination of U.S.
Trade or Business, 751
Section 351
Exchanges, Property Transfers, 524-525
Incorporation of Foreign Corporation’s U.S.
Trade or Business, 753-757
Section 355 Distributions
Foreign Corporations, 526
Involving U.S. Real Property Interests, 709,
713, 719-720
Section 367
Backstop for Subpart F in Foreign
Corporations, 497-498, 505-527
Filing Notice of Transactions, 516-517
Reporting Property Transfers From the U.S.,
775
Section 482, 559-617
Application by District Director, 560-566
Arm’s-Length Standards for Transactions
Between Controlled Entities, 566-568
Pricing Rules in FSCs and DISCs, 404-405,
406,407-409, 430,436
Relief Provisions, 612-617
Side Effects of Allocations, 608-616
Section 861
Classes of U.S. Income, 66
Interest and Dividends, 68-76
Property Sales, 81, 82
Rents and Royalties, 79-80
Section 862
Classes of Non-U.S. Income, 66
Compensation Sourcing, 77-78
Interest, 68
Property Sales, 81-82
Rents and Royalties, 79-80
Section 863
Inventory Sales, 82, 87-92
Miscellaneous Income, 66
Transportation and Communications
Income, 92-94
Section 864
Allocation of Deductions, 101-102
Effectively Connected Income, 75-76
Interest Expense of Affiliated Groups,

111-112
Offices or Fixed Places of Business, 86
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Sourcing Income, 66
Section 865
Goodwill, 80
Personal Property Sales, 81-87
Section 901
Creditable Foreign Taxes, 178-186
Section 902
Deemed-Paid Foreign Tax Credits, 246-252
Foreign Tax Credits, 198-208
Method, Earnings and Profits of Foreign
Corporations, 390-392
Section 904
Foreign Tax Credit Limitation, 210-219
Section 911
Revoking and Reelecting, 547
U.S. Taxpayers Working Abroad, 529-557
Section 924
Export Property, 397-403
Section 931
Taxation in U.S. Possessions, 493
Section 932
Taxation in the Virgin Islands, 495-496
Section 933
Taxation in Puerto Rico, 493
Section 936
Applications in U.S. Possessions, 463-492
Corporate Status Affected by Section 482
Allocations, 610-611
Credit for Possessions Corporations, 470-476
Election and Termination of Status, 476-477
Section 954
Foreign Base Company Sales Income,
281-286
FPHC Income, 274-280
Section 960
Deemed-Paid Foreign Tax Credits, 245-252
Section 964
Foreign Earnings and Profits, 380-392
Section 988 Transactions
Character and Source of Gains or Losses, 642
Foreign Currency, 280, 625-630
Hedges, 643-651
Section 994
Pricing Rules for DISC Transactions, 430
Section 1034 Rollovers
Involving U.S. Real Property Interests, 720
Section 1246
Stock Dispositions, 21
Section 1248
Backstop for Subpart F in Foreign
Corporations, 497-505

Earnings and Profits, Stock Exchanges, 516517
Limit on Individual Taxation, 504
Reporting Stock Transactions, 775-776
Stock Dispositions, 21,413
Section 1291
Coordination With QEF Shareholder
Taxation, 365-366
Securities
Asset Test for PFIC Status, 352
Convertible, Ownership Rules, 329
Gains From Transactions as FPHC Income,
332-333
Marketable, as U.S. Assets, 733
Qualified Export Assets, 424
U.S., Trading by Foreign Taxpayers, 672-675
Securities Markets
Regularly Traded Classes of Interests,
726-727
Separate-Currency-Pools Method
Deductions for Effectively Connected
Interest Expense, 748-749
Services
As Integral Parts of a Business, 581
Puerto Rican Tax Benefits, 490-493
Related to Export Property of FSCs, 399-400
Shareholders. See also U.S. Shareholders;
Withholding Taxes
Credit for Corporate-Level Taxes Already
Paid, 44-48
Dividends From Possessions Corporations,
490
Domestic International Sales Corporations,
Taxation, 438-449
Foreign Corporations, Tax Treatment 498527
Foreign Sales Corporations, 395,415-416
Intangible Property Income From Possessions
Corporations, 479
Interest on DISC-Related Deferred Tax
Liability, 444
Possessions Corporations, 465-466
Regulated Investment Companies, Foreign
Tax Credits, 192
Use of Corporate Property, 333
Shipping Industry
Foreign Base Company Income, 288-289
FTC Limitation, 217
Sourcing Income From, 92-93
Tax Treaties, 140-141
Withdrawal of Previously Excluded Subpart F
Income From Investment, 297-299
Significant Business Presence
U.S. Subsidiary in a Possession, 482-483

Index

Small Foreign Sales Corporations
Effect of Boycott Activities, 455
Election of Status, 414
Foreign Trading Gross Receipts, 401
Requirements, 394, 397-398
Termination, 415
Soak-Up Taxes
Creditability of Foreign Levies, 182
Social Security Taxes
Foreign Systems, 40-41
U.S. Taxpayers Employed Abroad, 555
Source-of-Income Rules
Allocation, 65-68
Background and Relevance, 63-65
Modification by Tax Treaty, 96-97
Resourcing Income From U.S.-Owned
Foreign Corporations, 227-230
Tax Treaties, 140
U.S. Citizens Working Abroad, 533
Space Activities
Income, FTC Limitation, 217
Income Sourcing, 93
Specific Economic Benefits
Defined, in Return for Payment of Foreign
Levies, 180
Standard Industrial Classification (SIC)
Cost-Sharing Payments for Product Area
Research of Island Affiliates, 484
State Franchise Taxes
Allocation of Deductions to Gross Income,
125-126
State Income Taxes
Allocation of Deductions to Gross Income,
125-126
U.S. Taxpayers Employed Abroad, 554
Statute of Limitations
For Credits or Deductions of Foreign Taxes,
255
Statutory Control
Corporations, 562
Foreign Corporations, 265-266
Stewardship Expenses
Attributable to Dividends Received, 124-125
Stock
Allocation of Earnings and Profits to Shares
Under Section 1248, 611
As Exempt Asset, 105
Asset Test for PFIC Status, 352
Attribution Rules, 263, 267, 327-329,
364-365
Basis Adjustments by Taxpayers Using Asset
Method of Apportionment, 114-116
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Basis Adjustments in Controlled Foreign
Corporations, 320-321
Basis to Estates of Decedent U.S.
Shareholders of FPHCs, 342
Constructive Ownership, 262-264
Controlled Foreign Corporation Ownership
Tests, 261-268
Dispositions, 21, 289,446-447
Distribution of U.S. Real Property Interests,
709-710
Domestic International Sales Corporation
Requirements, 427
Exchange Transactions, 515-517, 519-527
Foreign Corporation Residency Tests, 738
Foreign Personal Holding Company
Ownership Requirements, 325-329
Foreign Sales Corporation Requirements, 395
Indirect Ownership by U.S. Persons, 267
Of Affiliates, Sourcing Income From Sales,
85
Options, 264, 329, 533
Ownership in Foreign Corporations,
Reporting, 776-778
Ownership Tests, 737-738
Passive Foreign Investment Companies,
346-347,355-361,364-365
Proportionate Ownership, 262-263,327
Qualified Export Assets, 423
Reattribution of Ownership, 329
Sales Gains Influenced by Statutory or Treaty
Provisions, 86
Section 1248 Transactions, 498-499, 775-776
Stapled, Decontrol of CFC, 266
Transfers From the U.S. During Corporate
Reorganizations, 506-509
U.S. Real Property Interests, 720
U.S., Trading by Foreign Taxpayers, 673-675
Students
From Foreign Countries, U.S. Residency, 665
Subpart F
Coordination With PFIC/QEF Rules,
367-370
Interaction W ith Foreign Personal Holding
Company Rules, 344
U.S. Shareholders, 262, 264-267
Subpart F Income
Affected by Section 482 Allocations, 612
Bribes and Kickbacks Paid on Behalf of a
Corporation, 452
Controlled Foreign Corporations, 65
Deemed-Dividends, 220-222
Exceptions to Deferred Taxation, 18
Exclusion for Income Effectively Connected
W ith U.S. Trade or Business, 299
Foreign Tax Credits, 220-222, 246-252
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From Foreign Base Companies, 24-25,
274-299
From Foreign Personal Holding Companies,
274-277
Gross Income of U.S. Shareholders, 268-313
Insurance-Related, 269-274
International Boycott-Related Amounts, 454
Legislative Background, 258-259
Miscellaneous Items, 297-308
Previously Excluded, Withdrawal From
Qualified Investments, 297-298
Previously Taxed, Distribution, 248-250
Resourcing, FTC Limitation, 227-229
Translation of Distribution From Foreign
Corporations, 653-654
Undistributed, Deemed-Paid Credits, 193
Verification by U.S. Shareholders of CFCs,
767,770
Subsidiaries. See Domestic Subsidiaries;
Foreign Subsidiaries
Subsidies Compared W ith Creditable Foreign
Income Taxes, 182
Substantial Assistance. See Assistance
Substantial Presence
Foreign Corporation Residency Test, 738
U.S. Residency, 42,663-664
Subtraction Method
Value-Added Tax Calculation, 58-59
Superroyalty Provision
Cost-Sharing Payments, 484
Transfer of Intangibles to Foreign
Corporations, 526-527
Supportive Expenses
Corporate Services for Related Entities,
124-125
Surveys and Reports
Department of Commerce Requirements for
Foreign Investments into U.S., 783-789
Suspended Interest
Allocation and Apportionment, 107
Switzerland
Holding Companies, 33, 35-38
Synthetic Debt Instruments
Creation and Characteristics, 647-648

T
TAMRA. See Technical and Miscellaneous
Revenue Act of 1988
Tariff Act of 1930
Export Property, 420

Tax Accounting Standards
Adjustments to Foreign Financial Statements
in Computing Earnings and Profits,
384-387
Tax Avoidance. See also Tax Haven
Jurisdictions
Expatriation, 694
U.S. Real Property Interests, 724
Tax Bases
Applicable to Foreign Income (Table), 5-6
Foreign, in Choice of Business Locations,
30-31
Tax Book Value
Apportionments Based on Assets, 100-101,
103-104,115
Tax Concessions and Incentives. See also
Sections 931-933 and 936
Possessions Tax Credits, 15-16
Selected Foreign Countries, 53-56
U.S. Taxpayers, 64-65
Tax Credits. See also Foreign Tax Credits
Shareholder Relief for Corporate Taxes
Already Paid, 44-48
U.S. Possessions Income (Section 936), 20
Tax Deferral
Choice of Business Entity, 11,16-19
Domestic International Sales Corporations,
416-417, 443
Election by Shareholders of a QEF, 362-363
Income From Foreign Corporations, 257-259
U.S. Shareholder Election to Be Taxed as
Domestic Corporate Rates, 319-320
Tax Haven Jurisdictions, 31-32
Tax Homes. See also Residency
U.S. Citizens Working Abroad, 530-531
Tax Neutrality, 9
Foreign Source and Domestic-Source
Income, 178
Tax Planning
Avoiding CFC Classification, 266
Foreign Tax Credits, 64
Interest Apportionment Rules, 116
Tax Rates
Dispositions of Foreign-Owned Real Estate,
698-699
Effective, on Foreign Income, 16
Foreign Income Taxes, 55-56
Foreign Withholding on Dividends and
Interest, 45
Marginal, 178-179
Treaty Provisions, 142
U.S., for Foreign Taxpayers, 662-663,
686-687

Index

Tax Reduction Act of 1975
Income From Investments in Less Developed
Countries, 299
Tax Reform Act of 1976
Tax Treaties, 130-131
Tax Reform Act of 1984
Allocation of Undistributed FPHC Income,
340
Apportionment of Research and
Experimental Expenses, 122
Tax Reform Act of 1986
Apportionment of Research and
Experimental Expenses, 122
Branch Profits Tax, 729-730
Earnings and Profits, 374, 380-381
Effect on Distributions From Foreign
Corporations, 199-208
Foreign Base Company Shipping Income,
289-297
Foreign Tax Credits, 212, 239, 245
FPHC Income, 275, 278
Passive Foreign Investment Company Rules,
346-349
Subpart F Provisions, 258, 268-269
Tax Policies in U.S. Possessions, 463-465
Tax Returns. See also headings beginning with
Forms; Information Returns
Audits, Formal Document Requests, 778-782
Disclosure of Treaty-Based Positions, 761-763
Distributors of U.S. Real Property Interests,
716-717
Domestic International Sales Corporations,
448-449
Filing for Taxpayers Qualified Under Section
911,554-555
Filing Status of Individuals and Family
Units in Selected Foreign Countries, 55-58
Foreign Sales Corporations, 416
U.S. Citizens or Residents Employed Abroad,
778
Tax Savings
Choice of Business Entity, 11, 19-22
Choice of Foreign Business Locations, 31-38
Puerto Rican Corporate Businesses, 490-493
Tax Systems
Comparative Overview, 39-61
Consideration in Selection of Foreign
Business Locations, 30-33
Tax Treaties, 129-174
Agreements on Section 482 Allocations,
609-610, 617
And Offshore Holding Companies, 33-38
Branch Profits Taxes, 736-737
Branch-Level Interest Taxes, 739-740, 744,
749
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Definition and Purpose, 129-132, 134-137
Dispositions of U.S. Real Property Interests,
716, 723
Estate Taxes, 133-135
Foreign Investment Into the U.S., 32-33
General Provisions, 137-143
Gift Taxes, 132-133
Income Taxes, 131-133
Interpretation, 147
Legislation Concerning Precedence, 130-131
Models, 146-147
Modification of IRS Requirements,
Disclosure, 761-763
Modification of Source-of-Income Rules,
97-98
Nonresident Alien Spouses Electing
Treatment as U.S. Residents, 695-696
OECD Model Treaty, 147
Persons Engaged in a Trade or Business in the
U.S., 672
Residency of Individuals, 665
Taxable Entities. See specific types such as
Foreign Corporations or Estates
Taxable Years
Domestic International Sales Corporations,
414,438
Foreign Personal Holding Companies,
340-341
Foreign Sales Corporations, 414
Taxation
Foreign Governments and Employees, 687
Foreigners W ith U.S.-Source Income,
661-696
International Organizations and Employees,
687
Qualified Hedging Transactions, 647-648
U.S., of Foreign Trusts, 687-691
Worldwide Compared W ith Territorial, 41-42
Tax-Credit Method
Value-Added Tax Calculation, 59
Teachers
From Foreign Countries, U.S. Residency, 665
Technical and Miscellaneous Revenue Act of
1988
Allocation of Undistributed FPHC Income,
340
Apportionment of Research and
Development Expenses, 123
Branch Profits Tax, 729-730
Foreign Tax Credit Limitation, 213
Noncontrolled Section 902 Corporate
Dividends, 217-218
Qualified Electing Fund Regulations, 361
Tax Treaties, 131
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Ten-Percent Test
Stock Ownership, CFC, 264-265
Ten-Percent-Owned Corporations
Adjustments to Stock Basis, 115
Time Value of Money
Tax Deferral, 16
Time-Basis Allocation
Compensation for Services Within and
Outside the U.S., 78-79
Timing
Foreign Tax Credits, 193-198
Transactions Determining USRP Holding
Company Status, 706-710
Title Passage Rule for Inventory Sales, 82-84
Tracing Rules
Allocation of Undistributed FPHC Income,
340
Trade or Business
Defined, Qualified Business Units, 620-621
Trade Receivables
Qualified Export Assets, 423
Training Programs
Income From, as Effectively Connected With
U.S. Trade or Business, 677
Transfer Prices
DISC Transactions, 430-434, 436-438
Foreign Sales Corporations, 406
Transients
Compared With Residents, 69
Transportation. See also Aircraft Operations,
Sales, or Service; Vessels in Foreign
Commerce
Foreign Base Company Shipping Income,
288-290
Income of Foreign Taxpayers, 683, 687
Income of Seamen in Coastwise Travel, 78
Income Sourcing, 92-93
Treaty Networks
Holding Companies, 33-38
Treaty Shopping, 34-35
Defined, With Example, 132-133
Trusts. See also Foreign Trusts
Apportionment Rules for Interest Expense,
108-109
Deemed'Paid Foreign Tax Credits, 191
Election to Be Taxed at Domestic Corporate
Rates, 319-320
Eligibility for Foreign Tax Credits, 188
Foreign Base Shipping Company Income,
290
FTC Limitation, Look-Through Rules, 226
Generating FPHC Income, 333

Income of Nonresident Aliens, 683
Property Transfers From the U.S. to Foreign
Corporations, 508
Proportionally Owned Stock, 263
Sourcing Income Received, 96
Stock Ownership, Foreign Personal Holding
Companies, 327
Taxed as Foreign Corporations, 261
23-Percent-Combined-Taxable-Income
Method
Administrative Pricing, FSC Transactions,
406-409

U
Underwriting Income
Sourcing, 92
United Kingdom
Income Tax Comparative Review, 44
United States-Australian Income Tax Treaty
Personal Service Income, 143-144
Unrelated Persons. See Related Persons
U.S. Affiliates
Reports Required on Establishment or
Acquisition of U.S. Business, 786
U.S. Assets, Liabilities, and Net Equity
Foreign Corporations, 732-735
U.S. Beneficiaries of Foreign Trusts, 689-692
U.S. Citizens Employed Abroad
Eligible for Foreign Tax Credits, 186
Filing and Reporting Requirements, 778-779
Foreign Tax Systems Compared, 39-61
Tax Treatment, 20-21, 529-557
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Disposition of U.S. Real Property Interests,
783
Foreign Branch Operations, 13
Foreign Taxpayers’ U.S.-Source Income,
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